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Foreword 


Welcome to WorldatWork Course T2: Accounting and Finance for the Human 
Resources Professional. 


To achieve the greatest benefit from this program, your active participation is encouraged. 
Please feel free to ask questions relevant to the topics presented and share your ideas 
and experiences with the instructors and other participants. Additionally, the coffee breaks 
and lunches are excellent forums for sharing thoughts and ideas about the compensation 
function. 


WorldatWork courses are developed through the efforts of many individuals, especially 
those who serve as WorldatWork faculty. Specifically, WorldatWork wishes to 
acknowledge the following current contributors to this course: 


™@ Sue Holloway, WorldatWork 


m Wallace Nichols, CCP, Nichols International 


m@ Clyde J. Robins, CCP, CBP, CPA, Nutraceutical Corporation 


In creating the WorldatWork educational program, we seek to offer the highest quality 
professional development opportunities for human resources professionals with 
concentrations in compensation, benefits and total rewards. We invite your opinions and 
suggestions about the course and its content to assist us in updating our courses and to 
ensure they are meeting your needs. 


Thank you for your participation. 


Version 1.02.10 


The information in this publication, as prepared by the authors and reviewed by other experts in the field, 
represents various approaches to compensation and benefits management. WorldatWork strives to 
provide information and perspectives that will help readers apply appropriate practices in their own 


organizations, but does not provide prescriptive advice. Nothing herein should be construed as an attempt 
to aid or hinder the adoption of any pending legislation, regulation or interpretive rule, or as legal, 
accounting, actuarial or other such professional advice. 
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Course T2 


Course Overview 


This intermediate-level course presents an introduction to accounting practices* and will 
provide you with the understanding you need to interact effectively with accounting and 
finance departments in your company. 


m Identify the key financial components of the annual report: balance sheet, income 
statement, statement of cash flows and shareholders’ equity/retained earnings. 


Describe the importance of cash flow to companies and shareholders. 
Focus on the measures and processes used to assess companies’ financial health. 
Recognize the measures that are affected directly or indirectly by the HR function. 


Explore methods of financing the business and financial planning issues. 


Focus on the relationship between the HR department and the finance department. 


* Courses offered in the U.S. will follow U.S. regulations. Courses offered in Canada will 
follow Canadian regulations. 


Intended Audience 


This course is intended for HR professionals with limited knowledge of accounting and 
finance. 


Preparing for the Course 


Please review the contents of this WorldatWork course book prior to attending the class. 
Also, please visit the Education section of the Web site at www.worldatwork.org prior to 
attending to determine whether there is an amendment sheet published for your course 
book. Amendment sheets include minor corrections and updates (not affecting the 
examinations) that are intended to maximize the currency of the course books between 
publishing dates. The amendment sheets can be viewed and/or printed from the Web site. 


Please bring a calculator and a copy of an annual report to this course. 


Thank You 


Thank you for choosing WorldatWork to support your professional development efforts. 
If you have any questions about the course or are missing any of the course materials 
previously mentioned, please call WorldatWork headquarters at 877/951-9191. Our 
mailing address is 14040 N. Northsight Blvd., Scottsdale, AZ 85260. 
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Course T2 ...cont’d 


Our Pledge to You 


WorldatWork is committed to providing you with high-quality products and services. 

Our staff at the association’s global headquarters in Scottsdale, Ariz., is dedicated to your 
satisfaction. If we do not meet your expectations — or if you wish to share any comments, 
suggestions or questions — please feel free to contact us at any time. 

We appreciate your support. 


WorldatWork 

Toll-free 877/951-9191 

Fax 480/483-8352 
customerrelations@worldatwork.org 


T2 80.3 


© WorldatWork. All rights reserved. 


Overview: Course T2 


MODULE 1 


Introduction to Accounting 
Provides an introduction to accounting through the examination of regulatory agencies, 
a description of the types of accounting and a discussion of accounting principles. 


The total rewards model 

HR — a strategic business partner 
Governing bodies and policies 
Major groups of accounts 
Financial statements 

Accounting types 

Financial measures 

Problems with accounting 
Underlying principles 
Components of the annual report 


MODULE 2 


The Balance Sheet 
Explores each of the components of the balance sheet. 


Assets 

Liabilities 
Shareholders’ equity 
Summary concept 
Class exercise 
Liquidity measures 
Debt ratios 
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OVERVIEW: COURSE T2 


MODULE 3 


The Income Statement 
Explores each of the components of the income statement. 
The income statement 
Revenue/sales 

Cost of goods sold 

Gross margin 

Operating expenses 

Other income and expenses 
Provision for taxes 
Extraordinary items 

Net income 

Earnings per share 

Return on sales 


Class exercise 


MODULE 4 


Statement of Cash Flows and Shareholders’ Equity 
Covers the statement of cash flows and shareholders’ equity and the importance of 
cash flow to companies and shareholders. 


= Statement of cash flows 
@ Methods 
# Categories 


m Statement of shareholders’ equity 
m@ Review of the four required statements 
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OVERVIEW: COURSE T2 


MODULE 5 


Financial Analysis 

Focuses on the measures and processes used to assess companies’ financial health. 
™@ Overview of financial measures/ratios 

Liquidity measures review 

Debt ratios review 

Profitability measures 

Funds management ratios 

Other performance measures 

Review of financial measures 


Class exercise 


MODULE 6 


Planning and Financing the Business 
Explores methods of financing the business and addresses financial planning issues. 
@ Financial planning 

@ Typical planning process 

¢ Developing business plans 

¢ Evaluating capital projects 
m™ Financing the business 
™ Financing sources 

@ Long-term 

@ Leases 

@ Short-term 
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OVERVIEW: COURSE T2 


MODULE 7 


The Strategic Partnership — Human Resources and Finance 
Focuses on the relationship between the human resources department and 
the finance department 

m™ Human resources and finance 

Recording compensation and benefits costs 

Wages and salaries 

Incentive pay 

Benefits costs 

Mandatory benefits 

Welfare benefits 

Retirement plans 


Communication 


APPENDIX 


@ Quiz answers 
™ Support materials for course modules 
@ 2006 Limits for Benefits Plans 


RESOURCES 


H@ Related articles 
m Sources for additional information 


GLOSSARY 


a 
™ Definitions of terms applicable to this course 
m Item 
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OVERVIEW: COURSE T2 


NOTES 


m™ Blank note pages 


FACULTY 


m™ List of selected faculty for this course 


EXAMS 


m@ Information on WorldatWork Society of Certified Professionals certification exams 
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Introduction to 
Accounting 


Wortdatwork BD 
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Module 1 
Introduction to Accounting 


Introduction 


It has been said that accounting is the language of business. Human resources 
professionals are responsible for a significant amount of the company’s costs concerning 
compensation and benefits plans. It is essential that we familiarize ourselves with 
accounting procedures. This introductory module provides a broad overview of 
fundamental concepts and principles. The generally accepted accounting principles 
(GAAP) and the agencies responsible for developing these principles are reviewed. 


This module introduces the four required financial statements. In later modules, each of 
these four statements will be discussed in further detail. 


This course has been designed to present these concepts in a simple and straightforward 
manner. Rather than being an extensive discussion of debits and credits, the course 
focuses on accounting terms and concepts as they apply to the practice 

of human resources management. 


Objectives 


By the conclusion of this module, you will be able to accomplish the following: 


1. Identify the organizations that initiate, confirm and enforce the principles and 
standards of accounting. 


2. Identify the five major groups of accounts and the financial statement on which each is 
recorded. 


3. Identify and describe the financial statements required as components of a company’s 
annual report and explain why a company needs to keep more than one set of 
accounting books. 


4. Describe the types of accounting, identify who uses each type and explain the concept 
of double entry accounting. 


5. Explain the advantages and disadvantages of financial measures. 
6. Identify the problems with accounting and the underlying principles of accounting. 


MV 
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Total Rewards 


m= Definition — the monetary and nonmonetary 
returns provided to employees in exchange 
for their time, talents, efforts and results 


= Total rewards strategy (five key elements): 
# Compensation 
¢ Benefits 
@ Work-life 
@ Performance and recognition 
# Development and career opportunities 


Total Rewards 


Why do employees choose to remain with a particular employer? Why do they leave? 
Total rewards are often the answer. 


= Definition — Total rewards are the monetary and nonmonetary returns provided to 
employees in exchange for their time, talents, efforts and results. Total rewards involve 
the deliberate integration of five key elements that effectively attract, motivate and retain 
the talent required to achieve desired business results. 


= Total rewards strategy — Total rewards strategy is the art of combining the five key 
elements into tailored packages designed to achieve optimal engagement. For a total 
rewards strategy to be successful, employees must perceive the monetary and 
nonmonetary rewards as valuable. The five key elements of a total rewards strategy are: 


@ Compensation 

@ Benefits 

@ Work-life 

@ Performance and recognition 

@ Development and career opportunities 
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The Total Rewards Model 


Organizational” §;oTAL REWARDS 
Culture STRATEGY 
Compensation 
Business — 


Business 


‘ Satisfaction Performance 
—— ____ Worte & Engagement & Results 


Performance & Recognition _ 


Development & Career 
Opportunities 


Human 
Resource © 
Strategy 


The Total Rewards Model 


The total rewards strategy should be aligned with the HR and business strategies to 
achieve organizational goals. An optimal mix of total rewards can help to attract, motivate 
and retain the talent needed to effectively contribute to organizational objectives. 


= Compensation — cash provided by an employer to an employee for services rendered 


= Benefits — programs that an employer uses to supplement the cash compensation an 
employee receives 


= Work-life — a specific set of organizational practices, policies and programs, as well as 
a philosophy, that actively supports efforts to help employees achieve success within 
and outside of the workplace 


= Performance and recognition — Performance is the alignment and assessment of 
organizational, team and individual efforts toward the achievement of business goals. 
Recognition gives special attention to employee actions, efforts, behavior or 
performance. 


= Development and career opportunities — Development comprises learning 
experiences designed to enhance employees’ skills and competencies. Career 
opportunities involve plans to help employees pursue their career goals. 
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THE TOTAL REWARDS MODEL 


The Total Rewards Design Process 


Performance 


Development & Career 
Opportunities 


The Total Rewards Design Process 


The design process begins with the corporate mission. The human resources strategy 
builds on the business strategy and serves as a guiding light in the design of all HR 
programs. 


Human resources strategy is the big picture. Total rewards strategy narrows this HR 
strategy specifically to the five elements of total rewards. 


The circular process indicates that a program should not get too far from the corporate 
mission. It is necessary to return to the mission at the end of the process to ensure that 
strategy continues to maintain alignment with the organization's original mission. 


The total rewards design process comes into play as human resources becomes a 
strategic business partner as described on the following page. 
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HR — A Strategic 
Business Partner 


m@ Gain credibility 


m= Define the strategic business 
partner role 


m™ Develop strategic HR activities 


HR - A Strategic Business Partner 


Current trends indicate that companies are pressured to cut costs and gain a competitive 
advantage by using best practice models to ensure survival. HR must prove that the 
activities it performs are both in line with business objectives and are financially sound. 
To do this, HR must become a strategic business partner. 
= Gain credibility with upper management 
@ Learn the business 
# Connect with the business 
@ Use the same organizational language and methods 
= Accounting is the language of the business 
= Communication with senior management and line management 


= Define the strategic business partner role 
# Test HR priorities against business imperatives 
@ Financial measures (usually budget driven) 
@ Customer 
@ Operational 
@ Learning and growth 
@ Ongoing discussions with line managers to determine strategic priorities 


= Develop strategic HR activities that meet the following criteria: 
@ Ability to affect profits, earnings and growth 
= Compensation and benefits costs 
= Incentive plans based on financial performance 
@ Ability to implement business strategies 
= Attract, retain and reward competent employees 
@ Ability to positively and directly affect employee performance 
= Motivate workforce to meet corporate financial goals. 
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Governing Bodies and Policies 


m Governing bodies 
¢@ FASB: Financial Accounting Standards Board 
@ SEC: Securities and Exchange Commission 


¢ IASB: International Accounting Standards Board 


@ Policies 
@ U.S. GAAP 


Governing Bodies and Policies 
= Governing bodies 


# Financial Accounting Standards Board (FASB) 1973 to present 


Body of professional accountants, not a government agency 
Issues Statements of Financial Accounting Standards 


= Issues Statements of Financial Accounting Concepts 
= Issues Financial Accounting Interpretations 
= Predecessors to FASB 


= Accounting Research Bulletins (ARB) 1939 — 1959 
Issued by the Committee on Accounting Procedure of the 
Accounting Review Board 


= Accounting Principles Board (APB) 1959 — 1973 
Issued “opinions” and “statements” 


¢ Securities and Exchange Commission (SEC) 


= Confirms standards set by FASB 


= Requires publicly owned companies to provide financial information to 
shareholders using generally accepted accounting principles (GAAP) 


= Responsible for enforcement; can impose fines and prohibit companies from 
selling shares of stock 


¢ International Accounting Standards Board (IASB) — issues International 
Financial Reporting Standards 


= Policies 


@ U.S. GAAP ~ a set of practices/guidelines established to ensure that financial 
statements will be understandable to users 
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GOVERNING BODIES AND POLICIES 


Sarbanes-Oxley Act of 2002 


m@ Definition — federal law regulating 
accounting oversight 


m Provisions 
@ Reporting structure 
@ Senior management responsibility 


= Compliance 
@ Identify internal controls 
@ Analyze gaps 
# Correct material weaknesses 


Sarbanes-Oxley Act of 2002 


The Sarbanes-Oxley Act of 2002 significantly increased the focus on corporate 
governance and public accounting. 


® Definition — a federal law regulating accounting oversight, corporate responsibility 
(to include certified financial statements), documentation and reporting 


= Provisions 


@ Reporting structure — Companies must structure reports and processes according 
to external auditors’ requirements. 


@ Senior management responsibility — Senior management must accept 
responsibility for the effectiveness of internal controls over financial reporting. 


= Compliance 


¢ Identify, evaluate and document existing internal controls — To comply with 
Sarbanes-Oxley, companies must identify and document existing internal controls 
and evaluate their effectiveness as they relate to financial reporting. 


@ Analyze gaps — Companies must analyze gaps and design appropriate controls. 


¢ Correct material weaknesses — Companies must disclose changes in internal 
controls and take corrective actions regarding deficiencies or material weaknesses. 
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Major Groups of Accounts 


Assets Liabilities Revenues/ Sales 
+ 


Equity 


Expenses 


(Ownership) 


Total Total 
Assets Liabilities Net Income (Loss) 
and Equity 


Major Groups of Accounts 
There are five major groups of accounts. 
Balance sheet accounts: 
Assets — what the organization owns 
Liabilities — what the organization owes 


Equity — what owners/investors have put in the business 


Income statement accounts: 
Revenue/Sales — money generated from sale of goods or services provided 
Expenses -— cost of doing business 


At the end of the year, the income statement is closed out and the net income (loss) is 
transferred to the equity section of the balance sheet. 
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Financial Statements 


m Balance sheet —m——  apointintime 


@ Income statement 


overa 
m= Statement of cash flows period 


of time 
= Statement of shareholders’ 


equity 


Financial Statements 
The following are the four financial statements included in a company’s annual report. 


= Balance sheet 
@ What’s owned, what’s owed and the equity of an entity 
@ Shows the book value of a company 
¢ Represents the financial health of a company 
@ Statement of financial position as of a specific date 


= Income statement 
@ Revenues earned and expenses incurred over a period of time 
@ Shows the profitability of a company 
@ Covers a period of time 
= Statement of cash flows 
@ Shows the liquidity of a company 
@ Includes cash flows from operating, investing and financing transactions 
@ Covers a period of time 
= Statement of shareholders’ equity 
@ Capital invested by the shareholders 
@ Retained earnings (profit earned and retained by company) 
@ Covers a period of time 


Manufacturing company financial statements are used as 
examples in this course because they are more 


comprehensive than service organization statements, 
as they include inventory and cost of goods sold. 
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FINANCIAL STATEMENTS 


Books that Need to Be Kept 


m Tax books (IRC) 
m Shareholders (GAAP) 


= Additional sets for various industries 


L 


Books that Need to Be Kept 


Due to the different accounting methods used, companies need to keep at least 

two sets of books (balance sheets and income statements). Two sets of books are 
needed because of the different depreciation methods used (tax return based on the 
Internal Revenue Code [IRC]; shareholder books are prepared per GAAP and the 
timing differences [IRS versus GAAP]). 


m Tax books (IRC) 
= Shareholders (GAAP) 


= Additional sets of books for various industries: utilities, banks, insurance companies, 
health care, etc. 
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Accounting Types 


@ Accrual accounting 


m™ Cash accounting 


Accounting Types 
@ Accrual accounting 


@ Revenues and expenses are recorded in the time period to which they apply, 
irrespective of the timing of the cash flows. 


m Cash accounting 


@ Revenues and expenses are recorded based on when cash is received or paid. 
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ACCOUNTING TYPES 


Accrual Accounting 
m Recognizes revenue and expenses 
when incurred 


m Used by publicly held companies and 
most privately owned companies 


Accrual Accounting 
m Recognizes revenue and expenses when incurred, regardless of cash flow 


m Used by publicly held companies and most privately owned companies 


# Companies that deal with products, and service companies with sales in excess of 
$5 million are required by GAAP to use accrual accounting. 
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ACCOUNTING TYPES 


Example — Accrual Accounting 


m Accrued revenue 


m Accrued expense 


December 


Example — Accrual Accounting 


m Accrued revenue example: 

@ When acompany ships an order to the customer with the appropriate invoice, it is 
recorded as a sale, even though the customer’s payment will not be received until 
sometime in the future. 

m= Accrued expense example: 
@ Payday is Jan. 6 for the prior two weeks. 


¢ Accrued costs for two weeks are recorded in the prior year’s income statement, 
including base salary and related benefits (e.g., payroll taxes, health welfare and 
retirement benefits). 
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ACCOUNTING TYPES 


Cash Accounting 


m Revenues and expenses recorded 
when cash is received and expense 
is paid 


m Used by individuals, governments and 
some small service organizations 


Cash Accounting 

m™ Cash accounting recognizes: 
# Revenues when money actually is received 
# Expenses when money actually is spent 


m Individuals, governments and some service companies with sales less than 
$5 million use cash accounting. 


Example: 


Employee (individual) is paid on Jan. 6 for services that occurred in the last two weeks 
in December. Employee recognizes income on the day he/she receives his/her pay, 


Jan. 6. 
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ACCOUNTING TYPES 


The Concept of 
Double Entry Accounting 


(use of funds) (source of funds) 
Assets Liabilities 
Expenses Equity 

Sales 


The Concept of Double Entry Accounting 


The concept of double entry accounting states that there are two parts to every transaction: 
debit and credit. The books always are in balance regardless of the sophistication of the 
system. 


m= Two parts to every transaction 
@ Debit: use of funds 
@ Credit: source of funds 


m Reduces risk of errors 


m Used in both accrual accounting and cash accounting 
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Financial Measures — 

Management Accounting and Analysis 
Advantages 

m May assist in forecasting future performance 


m Used to appraise financial condition, 
efficiency, profitability 


m Used for comparisons between companies 


m Can compare one year to the next 


Financial Measures — Management Accounting and Analysis 


Financial measures are the tools used for the financial analysis of the operating financial 
aspects of a company. Terminology and formulas may vary from one analyst or company 
to another. Therefore, it is important to know the formula a company is using when a 
particular financial measure is being used. 


Financial measures are not governed by the rules of any organizations, such as 
how GAAP governs accounting. Managerial accounting is for internal analysis. 
Advantages 

m@ May assist in forecasting future performance 

= Used to appraise financial condition, efficiency, profitability 

= Used for comparisons between companies (even of different sizes) 


m= Can compare one year to the next for the same company 
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FINANCIAL MEASURES — MGMT. ACCOUNTING AND ANALYSIS 


Disadvantages 


= Do not provide all the answers 


m Affected by different accounting 
methods 


m Affected by historical cost principles 


Disadvantages 


= Do not provide all the answers 


¢ Financial measures provide clues about the company’s operations and can identify 
areas for further investigation. 


@ Financial measures are largely looking back at the past, which may be an 
indication of what the future will bring. 


m Affected by different accounting methods 


= Affected by historical cost principles — Noncurrent accounts on the balance sheet 
are based on original costs that affect financial measures and ratios. 


Compensation & Benefits Implications 


Financial measures often are used in profit-sharing or incentive plans. 
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Problems with Accounting 


m Accuracy 
@ Valuation 
m Timing 


m Methods 


Problems with Accounting 
Accounting isn’t perfect. 
m Accuracy 


# The qualitative accounting objective suggests that information reported in financial 
statements should correspond as precisely as possible with the economic effects 
underlying transactions and events. (Estimates have to be made when exact 
information is not available.) 


# Valuation 
@ Assets are based on historical costs. 
@ Market value of assets is not shown. 
@ Employees are not valued on the balance sheet. 
= Timing 
# Management has some discretion regarding the timing of recording transactions, 
such as write-offs of obsolete equipment or obsolete inventories. 


= Methods 
# Management may choose from the different accounting methods allowed by GAAP. 
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Underlying Principles 


m “Going concern” assumption 


m Objective evidence 


@ Realization and periodic matching of 
revenues and expenses 


m™ Consistency in accounting methods 
= Materiality and full disclosure 


= Conservatism 


Underlying Principles 
= “Going concern” assumption 
# Business will go on indefinitely 
@ Acquisition costs are used in asset accounting rather than liquidation, replacement 
or market value. 
= Objective evidence 
@ Reasonable people vary in their interpretation within only narrow limits. 
= Realization and periodic matching of revenues and expenses 
# Recognize revenues when the earnings process is substantially complete. 
# Record expenses in the time period to which they apply — as matched to revenues 


@ Recognize when the product is shipped to the customer, not when the purchase 
order is received 


Consistency in accounting methods 
# Companies do not change methods very often. 


= Materiality and full disclosure 


@ Items important to the entity’s financial condition are material and should be fully 
disclosed. 


# Report information separately 
Conservatism 
@ When in doubt, report lower sales, higher expenses 
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Components of the Annual Report 


m Financial statements 


| Balance | 
= Footnotes, including a sheet | 
description of significant 
accounting policies Income 
statement | 
m™ Management discussion _ a 
and analysis Statement | 
; : of cash 
= Auditor’s opinion flows 
m SEC requirements Statement of | 
shareholders’ | 
™ Quarterly statements equity 


Components of the Annual Report 
Annual reports contain information about the current year plus at least one prior year. 


= Financial statements — balance sheet, income statement, statement of cash flows, 
and statement of shareholders’ equity 


= Accounting policies are described in the footnotes, which also contain a substantial 
amount of additional information. 


= Management discussion and analysis 


= Auditor’s opinion — When unqualified, GAAP is followed, resulting in a fair 
representation of the financial condition. An adverse opinion indicates doubt about the 
continued viability of the entity. A qualified opinion indicates there may be some 
problems, which then are explained. 


= Publicly owned companies are required by the Securities and Exchange 
Commission (SEC) to have annual audited financial statements. 
= Quarterly statements 


@ Publicly traded companies are required to file quarterly statements (called a 10Q) 
with the SEC. Shareholders have the right to request and receive a copy of these 
quarterly statements. The company’s auditors review these statements; however, 
these statements do not include an auditor’s opinion. 
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Can You? 


m Identify the organizations that initiate, confirm and enforce 
the principles and standards of accounting. 


m Identify the five major groups of accounts and the 
financial statement on which each is recorded. 


m Identify and describe the financial statements required as 
components of a company’s annual report and explain why a 
company needs to keep more than one set of accounting books. 


m= Describe the types of accounting, identify who uses each type 
and explain the concept of double entry accounting. 


m= Explain the advantages and disadvantages of financial measures. 


= Identify the problems with accounting and the underlying 
principles of accounting. 
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Module Quiz 


Which national body initiates financial accounting standards? 
A. 


SEC 


B. GAAP 
C. 
D. FASB 


IRS 


Which group of accounts is recorded on the income statement? 
A. 


Expenses 


B. Equity 
‘ea 
D 


. Assets 


Liabilities 


Which financial statement shows the financial position of a company at a 


specific point in time? 


A. 


Income statement 


B. Balance sheet 
CG: 
D 


. Statement of shareholders’ equity 


Statement of cash flows 


Which type of accounting records revenues and expenses when cash is received 


or spent? 


A. 


Accrual accounting 


B. Double entry accounting 
C. 
D 


. Income accounting 


Cash accounting 


Which of the following best describes a “problem” with accounting? 
A. 


The market value of assets is not shown. 


B. Management has no discretion regarding the timing of recording transactions. 
C. 
D. The value of assets is based on future projections. 


Companies change accounting methods too often. 
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The Balance Sheet 


Wortdatwork BD 


T2 82.1 


© WorldatWork. All rights reserved. 


Module 2 
The Balance Sheet 


Introduction 


The balance sheet received its name because at the end of each accounting cycle it must 
balance. Assets always will equal liabilities plus shareholders’ equity. The balance sheet 
represents a “snapshot” in time. In other words, it represents the historical cost in dollars 
of the assets, liabilities and equity at a certain point in time (for example, year ending, 
Dec. 31, 20XX). 


Assets and liabilities are grouped into current or noncurrent categories. This classification 
is based upon liquidity and when certain obligations are due. It is important to know and 
understand the various accounts and where they show on the balance sheet. 


This module presents the main balance sheet components: assets, liabilities and 
shareholders’ equity. Definitions of each component and examples are provided. 
The module concludes with an exercise providing an opportunity for accounts to be 
classified and recorded on a sample balance sheet. 


Objectives 


By the conclusion of this module, you will be able to accomplish the following: 


1. Define current and noncurrent assets, identify examples of each and explain how they 
are recorded on the balance sheet. 


2. Identify issues related to inventories, describe the methods of valuing inventory, and 
given a sample inventory, calculate its value using LIFO, FIFO ora weighted average. 


3. Define tangible and intangible noncurrent assets, list examples of these assets and 
describe the accounting treatment of each. 


4. \dentify and describe current, noncurrent and potential liabilities. 


Identify and describe shareholders’ equity, preferred shares, common shares, treasury 
shares and retained earnings. 


6. Given the major accounts of the balance sheet, explain the groups of accounts that 
must balance. 


7. Describe the purpose of liquidity measures and debt ratios, identify the function of each 
formula and calculate each value using information contained on the balance sheet. 
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Balance Sheet — Assets 


BALANCE SHEET 
_ Assets | Liabilities 
| Current | Current 
Noncurrent | Noncurrent 
i) eek Pat owaneship) 
Total assets Total liabilities and equity 


Balance Sheet — Assets 


= The balance sheet is a financial statement that shows three groups of accounts at a 
specific point in time. 


¢ Assets — what an organization owns 
¢ Liabilities — what an organization owes and must be paid sometime in the future 


Equity — owners’ investment through issuance of shares and accumulated 
retained earnings 


™ Total assets on the balance sheet must equal total liabilities and equity. 
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Assets 


m What the organization owns 


Its possessions, its assets 


m Types of assets 
@ Current 


@ Noncurrent 


Assets 
= Assets are what the organization owns (possessions) 
m= There are two types of assets 


¢ Current assets — A company’s assets including cash and those items 
expected to be turned into cash within one year of the date of the balance 
sheet (includes accounts receivable, inventory and prepaid expenses). 


¢ Noncurrent assets — Assets of the company that are used in production and 
have a useful life of more than one year. They are occasionally referred to as 
long-term or fixed assets. 
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ASSETS 


Current Assets 


= Cash 
m Marketable securities 


m Accounts receivable 
(less allowance for doubtful accounts) 


m Notes receivable within one year 


m Prepaid expenses 


m Inventory 


Current Assets 
m Cash —- cash and bank balances 
m= Marketable securities 
# Investments valued at the lower of original cost or current market 
@ Have a maturity of more than 90 days but will be used by the company when cash 
is needed 
= Accounts receivable 
# Monies owed to the company 
# Less allowance for doubtful accounts 
= Percent of accounts receivable assumed not to be collected 
= Notes receivable 
@ Unconditional promise to pay a definite sum of money on demand at a future date 
@ To be paid within one year 
m™ Prepaid expenses — expenses relating to a period of time after the date of the balance 
sheet, which have already been paid 
m Inventory 
@ Products (including direct labor) 
= Raw materials a Finished goods 
a Work in progress 
@ Indirect materials 


= Supplies used in the manufacturing process that do not become part of the 
product itself 
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ASSETS 


Inventory Is Costly 


m@ Issue 
= Costs 
= Solution 


ABC Company 


VENDOR —— —- pe TOMER 


EN : 
. Finished 
Raw Material Product 
C) C) 6 CD) 


| 1 Day 


Inventory Is Costly 


m Issue 


The challenge for a company dealing with products is to minimize inventory but to have 


enough products available for customers. 

= Costs 

# Spoilage 

@ Obsolescence 

@ Money is tied up 

@ Insurance costs 

@ Risk of theft 

@ Warehousing costs 


= Solution is just in time (JIT) 


Concept of JIT — To reduce the high costs of inventory, a company may wait until an 


order is received before the product is made. 
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ASSETS 


Valuing Inventory 


m= Weighted average 
= FIFO (First in, first out) 
m= LIFO (Last in, first out) 


= GAAP allows companies to use 
different methods 


= Same method must be used for 
shareholders /tax purposes 


Valuing Inventory 
Companies may use different methods to value inventory. 
= Weighted average 
@ Average cost of goods available for sale during the period 
¢ Total cost divided by the units for sale during the period 
= FIFO 
¢ First items produced for inventory are first sold. 
# Remaining inventory is the most recently produced items. 
= LIFO 
¢ Last items produced for inventory are first sold. 
Items that remain were the first ones produced. 


= Companies may use different inventory valuation methods under GAAP. 


= Acompany must use the same inventory valuation method for shareholder 
and tax purposes. 
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ASSETS 


Example — Valuing Inventory 


Units Per Unit Total 


Beginning inv. 
Addition to inv. 
Addition to inv. 
Addition to inv. 
Addition to inv. 


Goods available 
for sale (GAS) 


Units sold 


Ending inventory 


Example — Valuing Inventory 

Inventory accounting does not relate to the actual units that have been sold. 
Companies need to do a physical inventory check at least once a year. 

= Goods available for sale (GAS) = Beginning inventory plus additions to inventory 
= Ending inventory (El) = GAS minus units sold 

= Cost of goods sold (COGS) = GAS minus El 


Compensation & Benefits Implications 


Because the method of valuing inventory influences profits, it also can 
affect results for profit-sharing and incentive plans related to profits. 
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ASSETS — EXAMPLE — VALUING INVENTORY 


Weighted Average 


Per Unit 


Beginning inv. 
Addition to inv. 
Addition to inv. 
Addition to inv. 
Addition to inv. 
GAS 

Units sold 


wlaA nla a a = w 


Ending inventory 


Ending inventory: 3 x 1.10 = 3.30 
Cost of goods sold: $7.70 — $3.30 = $4.40 


Weighted average cost: $7.70 + 7 = $1.10 per unit 


Weighted Average 
m Use GAS to calculate the weighted average cost. 
# Total dollars divided by total units 
$7.70 + 7 = $1.10 per unit 
= Ending inventory (El) — 3 units 
3 units x 1.10 per unit = $3.30 El 


= Cost of goods sold (COGS) 
$7.70 GAS — $3.30 El = $4.40 COGS 
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ASSETS — EXAMPLE — VALUING INVENTORY 


FIFO 


Units Per Unit Total 


Beginning inv. 

Addition to inv. 

Addition to inv. 

Addition to inv. 

Addition to inv. 

GAS 

Units sold 

Ending inventory 

Ending inventory ($1.20 + $1.10 + $1.30) = $3.60 
Cost of goods sold $7.70 — $3.60 = $4.10 


FIFO 


During times of increasing costs, FIFO produces the most profit and, consequently, 
the most tax expense. 


@ Ending inventory (El) — 3 units 

(1 unit x $1.20) + (1 unit x $1.10) + (1 unit x $1.30) = $3.60 
= Cost of goods sold (COGS) 

$7.70 GAS — $3.60 El = $4.10 COGS 
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ASSETS — EXAMPLE — VALUING INVENTORY 


LIFO 


Units Per Unit Total 


Beginning inv. 3 $1.00 $3.00 
Addition to inv. 1 1.10 1.10 
Addition to inv. 1 1.20 1.20 
Addition to inv. 1 1.10 1.10 
Addition to inv. =the 1.30 1.30 
GAS 7 $7.70 
Units sold 4 

Ending inventory 3 


Ending inventory 3 x $1.00 = $3.00 
Cost of goods sold $7.70 — $3.00 = $4.70 


LIFO 


LIFO is an approach to valuing inventory in which it is assumed that the products 
most recently obtained are the ones that are sold first. 


= Ending inventory (El) — 3 units 
3 units x $1.00 per unit = $3.00 
= Cost of goods sold (COGS) 
$7.70 GAS — $3.00 El = $4.70 COGS 
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ASSETS 


Noncurrent Assets — Two Groupings 


m Tangible 
@ Definition 


# Accounting treatment 


m@ Intangible 


@ Definition 


# Accounting treatment 


Noncurrent Assets — Two Groupings 


= Tangible 


¢ Definition — part of the business used in production or delivery of service that does 
not become part of the product itself, has a useful life greater than one year, and 
has physical presence 


¢ Accounting treatment 
= In most cases tangible noncurrent assets are depreciated. 


= The balance sheet shows the original cost of the noncurrent assets 
and the accumulated depreciation (excepting land, which is not depreciated). 


= Depreciation for shareholder books is different than depreciation for 
IRS books. 


@ Intangible 
¢ Definition — assets with a value to the company that have no physical presence 
¢ Accounting treatment 
= Impairment 
= Amortization 
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ASSETS 


Tangible Noncurrent Assets 


Land 

Buildings 

Furniture 

Machinery 

Leasehold improvements 


Long-term investments 


Overfunded pension plan 


Tangible Noncurrent Assets 


The balance sheet shows the original cost of the noncurrent assets and the 
accumulated depreciation. Noncurrent assets are never appreciated. 


Land is not depreciated, but remains at original cost. 
Buildings 

Furniture 

Machinery 

Leasehold improvements 


Long-term investments mature more than one year after the date of the balance sheet. 


Overfunded pension plan 


Compensation & Benefits Implications 


FAS 158 requires over-funded or under-funded amounts of defined benefit 
retirement plans to be shown on the company balance sheet. 
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ASSETS 


Intangible Noncurrent Assets 


# Goodwill 


¢ Cost of acquisition in excess of 
market value of net assets 


@ U.S. rules of goodwill 
= Tax books (IRC) — amortized 
m Shareholder books (GAAP) — impaired 


Intangible Noncurrent Assets 


Intangible noncurrent assets are either amortized or impaired. Therefore, intangible 
noncurrent assets are valued at original cost less amortization or impairment. Goodwill, 
patents and franchises are types of intangible assets. 


= Goodwill occurs when one company buys another company for an amount in excess of 
the appraised fair market value of the assets of the other firm. 
# Cost of acquisition in excess of market value of net assets 
@ U.S. rules of goodwill 
= Tax books (IRC) — amortized over 15 years on a straight-line basis 
m= Shareholder books (GAAP) — Goodwill is reviewed for impairment. 
Impairment losses are likely to occur irregularly and in varied amounts. 


Example: Your company buys XYZ company for $20 million. Its net assets appraise at 
$15 million. You will have $5 million on your balance sheet as goodwill. 


Compensation & Benefits Implications 


A company involved in acquisitions may have a large amount 
of goodwill on its balance sheet. 


This can affect future profits as the goodwill impairment losses will 
lower profits on the income statement. 
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ASSETS 


Intangible Noncurrent Assets ...cont’d 


= Patents 
¢ Purchased 


@ Internally developed 


m Franchises 
@ Fees paid up front are an asset 


@ Amortized over the useful life 


Intangible Noncurrent Assets ...cont’d 
= Patents 
@ Purchased 
= Booked at purchase price or at fair market value on date of acquisition 
= Cost of purchased patents are amortized over their remaining useful lives. 
¢ Internally developed 


= Many companies have very valuable patents that they developed internally, 
and these are not shown on the balance sheet at all. 


= These are research and development expenses when the costs are incurred 
and they are not listed as an asset. 


m= Franchises 
¢ Fees paid up front are an asset. 
¢ Amortized over the useful life 


Compensation & Benefits Implications 


If an incentive plan is based on return on assets, it should be understood that internally 
developed patents are not included in the company’s assets on the balance sheet. 
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Liabilities 


BALANCE SHEET 
Assets Liabilities 
Current Current 
Noncurrent Noncurrent 
Equity (ownership) 
Total assets Total liabilities and equity 


Liabilities 
A liability is an obligation to pay an amount at a future date for current or past 
benefits received. 
= Liabilities are what an organization owes to others. 
m= Types 
¢ Current liabilities 
@ Noncurrent liabilities (fixed or long-term) 
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LIABILITIES 


Current Liabilities 


m Accounts payable 


m Notes payable 
™ Accrued payables or liabilities 
m Severance pay 
m Taxes payable 


= Current maturities of 
long-term obligations 


Current Liabilities 
Current liabilities are payable within one year of the balance sheet date. 


= Accounts payable — monies owed to the supplier for goods or services provided to 
the company 


= Notes payable — obligations represented by promissory notes 


= Accrued payables or liabilities — accrued wages and benefits (e.g., profit-sharing, 
welfare plans, pensions, vacation, incentives) 


m Severance pay — monies owed to terminated employees 


Taxes payable — tax obligation to be paid within one year of balance sheet date 


Current maturities of long-term obligations 
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LIABILITIES 


Noncurrent Liabilities 


m Notes payable 

m Mortgages payable 

m Bonds 

Deferred taxes 

Financial or capital lease obligations 
Severance pay (more than one year) 
Post-employment benefits (FAS 106, FAS 158) 


Noncurrent Liabilities 

Part of permanent capital not payable within one year 

Notes payable — obligations represented by promissory notes 

Mortgages payable — long-term debt secured by real property 

Bonds — monies borrowed by the company from the public domain 

Deferred taxes — tax obligation to be paid at a future date 

Financial or capital lease obligations — method of financing operating equipment 
Severance pay (more than one year) — monies to be paid to terminated employees 
Post-employment benefits (FAS 106, FAS 158) — retiree welfare benefits 
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LIABILITIES 


Contingent Liabilities 


m= Potential liability 
m Real liability 


Contingent Liabilities 
= Potential liability 


A large lawsuit filed against a company will remain a material contingency until the 
lawsuit is decided. Contingencies are disclosed in the footnotes of the financial 
statement. 


= Real liability 
Example: 


Several years ago, Pennzoil filed suit against Texaco for $10 billion over the 
acquisition of Getty Oil. When first filed, the suit was a contingency in Texaco’s 
financial statements. When Pennzoil won the suit, it became a real liability for 
Texaco. The settlement amount of $3 billion remained a real liability for Texaco 
until it was paid. 
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Shareholders’ Equity 


BALANCE SHEET 
Assets Liabilities 
Current Current 
Noncurrent Noncurrent 
Equity (ownership) 
Total assets Total liabilities and equity 


Shareholders’ Equity 


Shareholders’ equity is money provided to the company by the owners through issuance 
of equity securities or through earnings retained by the company. 
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Shareholders’ Equity (Book Value) 


m Preferred shares 


= Common shares 
¢ Par value 


¢ Additional paid-in capital 
m (Treasury shares) 


m Retained earnings 


Shareholders’ Equity (Book Value) 
= Preferred shares have a claim to assets upon liquidation after creditors but before 
common shareholders. 


¢ Preferred shares usually have a fixed-dollar dividend specified that must be paid 
before dividends can be paid to common shareholders. 


@ Some preferred shares are convertible, meaning that they can be converted to 
common shares under specified conditions. 


# Some preferred shares do not have voting rights. 


= Common shares are the form in which an owner's interest is represented — distributed 
in units known as shares with voting rights and possibly dividends. Appreciation and 
dividends are not fixed or guaranteed. 


@ Par value of common stock is the stated or nominal value. It has very little meaning. 
Some companies’ stock has zero par value. 


# The amount shareholders paid for shares in excess of par value is recorded as 
additional paid-in capital. 


m Treasury shares are the company’s purchase of its own shares. 


= Retained earnings are the company’s cumulative after tax earnings that have not been 
paid out in dividends and have been kept for use in the business. 


Compensation & Benefits Implications 


Shareholders’ equity is also referred to as book value. Some privately owned 
companies use book value in incentive plans. 
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SHAREHOLDERS’ EQUITY 


Treasury Shares 


# Definition 


m™ Purpose 


m Uses 


Treasury Shares 


= Definition — the company’s purchase of its own shares. They are a reduction in what 
otherwise would be the shareholders’ equity. Treasury shares are not included in the 
calculation of earnings per share. 


= Purpose of treasury shares 
@ Market price is low — “Good deal” 
@ Fewer shares outstanding 
@ Increase demand and price of shares 
@ Return cash to shareholders 
m= Uses of treasury shares 
@ Acquisition financing 
@ Fund employee benefits programs [options, stock purchase, 401(k), etc.] 
@ Hostile take-over defense 
@ Stock dividends 


Compensation & Benefits Implications 


When shares are used in incentive plans, they usually are common shares. 
These common shares are either purchased through treasury shares 
or are newly issued shares. 
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Summary Concept 


Total assets are 
always equal to 
total liabilities 
plus shareholders’ equity 


Total Assets Total Shareholders’ 
Liabilities Equity 


Summary Concept 


A company with more liabilities than assets would have a negative equity or net worth, 
but the balance sheet still would be in balance. 
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Typical Balance Sheet Accounts (the snapshot) 


Current assets 
Cash 
Marketable securities 
Inventory 
Accounts receivable (less 
allowance for doubtful accounts) 
Prepaid expenses 
Total current assets 
Noncurrent assets 
Land 
Plant 
Equipment 
Leasehold improvements 
(Accumulated depreciation) 
Investments 
Goodwill 
Total noncurrent assets 
Total assets 


* Current liability if due within one year 


Current liabilities 
Accounts payable 
Accrued liabilities 
Taxes payable 
Notes payable 
Short-term debt 

Total current liabilities 

Noncurrent liabilities 
Bonds and mortgages* 
Notes payable* 
Deferred taxes* 

Total noncurrent liabilities 

Total liabilities 


Shareholders’ equi 


Preferred stock 
Common stock — par value 


Common stock — additional paid-in capital 


(Treasury stock) 
Retained earnings 
Total shareholders’ equity 
Total liabilities and equity 
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Class Exercise 2.1 


Please complete the following: 


1. Classify each of the accounts below as follows: 


CA = current assets CL = current liabilities 
NCA = noncurrent assets NCL = noncurrent liabilities 
E = equity 
___ Accounts payable $ 60,000 
___ Accounts receivable 159,000 
___ Accrued expenses and liabilities 30,000 
___ Accumulated depreciation (125,000) 
____ Common stock (additional paid-in capital) 26,000 
___ Allowance for doubtful accounts (3,000) 
____ Buildings 125,000 
____ Cash 20,000 
____ Common stock (par value) 75,000 
____ Bonds (12.5%) payable 2010 130,000 
_____ Furniture, fixtures, etc. 15,000 
____ Income taxes payable (this year) 17,000 
____ Goodwill (net) 2,000 
____ Inventories 180,000 
____Land 30,000 
_____ Leasehold improvements 15,000 
_____ Machinery 200,000 
___ Marketable securities 40,000 
___ Notes payable this year 51,000 
_____ Other current liabilities 12,000 
_____ Other noncurrent debt 16,000 
____ Prepaid expenses 4,000 
_____ Retained earnings 250,000 
_____ Treasury stock (5,000) 


2. Based on the information above, create the company’s balance sheet 
(dollars are in thousands), using the worksheet on the following page. 
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(blank) 
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Class Exercise 2.1 Worksheet 


ASSETS 

Current 

Cash 

Marketable securities 
Inventories 


Accounts receivable (less allowance for doubtful accounts 


Prepaid expenses 
Total current assets 


Noncurrent 

Land 

Buildings 

Furniture, fixtures 

Machine 

Leasehold improvements 

Less: accumulated depreciation 

Goodwill 
Total noncurrent assets 
Total assets 


LIABILITIES 
Current 
Accounts payable 
Accrued expenses and liabilities 
Income tax payable this year 
Notes payable this year 
Other current liabilities 
Total current liabilities 


Noncurrent 

Bonds due 2010 

Other long-term debt 
Total noncurrent liabilities 
Total liabilities 


STOCKHOLDERS’ EQUITY 
Common stock (par value) 


Common stock (add'l paid-in capital) 


Retained earnings 

Less: treasury stock 
Total stockholders’ equity 
Total liabilities and equit 
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BALANCE SHEET 


For the year ended Dec., 2xxx 


($000) 


— 
— 
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Liquidity Measures 


m Assess the company’s ability 
to meet current obligations 


m Related to the balance sheet 


m= Measurements 
@ Working capital 
@ Current ratio 
@ Quick ratio 


Liquidity Measures 


Liquidity measures the organization's ability to pay its financial obligations and the 
solvency of the organization. 


= Assess the company’s ability to meet current obligations 
= Related to the balance sheet 


= Measurements 
¢@ Working capital —current assets minus current liabilities 
@ Current ratio — ratio of current assets to current liabilities 
@ Quick ratio — ratio of short-term liquid assets to current liabilities 
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LIQUIDITY MEASURES 


Working Capital 


current assets — current liabilities 


m Indicator of ability to survive 
in the near future 


Working Capital 
= Indicator of ability to survive in the near future 


m™ Banks and other lenders often require a company to maintain a minimum working 
capital balance. 


lf an organization is shut down due to a strike, it still has to pay its bills, rent, non-strikers 
salaries, utilities, insurance and other costs. Consider an airline that leases its aircraft 
and is not flying because of a strike! 


p” Using the balance sheet you created, calculate working capital. 


working capital 
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LIQUIDITY MEASURES 


Current Ratio 


current assets 
current liabilities 


m= Determines appropriate working capital 
m Historically, ratio should be at least 2-to-1 


= Quality of assets related to inventories and 
receivables 


Current Ratio 
= Determines appropriate working capital 


= Asa general rule, the ratio should be at least 2-to-1, but many well-managed, 
financially sound companies now operate with lower ratios. 


= Quality of assets relates to inventories and receivables. 


Using the balance sheet you created, calculate current ratio. 


current ratio 
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LIQUIDITY MEASURES 


rc 


Quick Ratio 


cash + marketable securities + receivables 
current liabilities 


= General rule: at least 1-to-1 


m Excludes inventories and 
prepaid expenses 


Quick Ratio 


Quick ratio, also known as the “acid test,” looks at assets that can be quickly converted 
to cash. 


= As a general rule, the ratio should be at least 1-to-1, but many successful companies 
currently operate with lower ratios. 


= Excludes inventories and prepaid expenses — Inventories are excluded because they 
usually are two steps away from becoming cash. The product must be sold, then the 
receivable must be collected. 


quick ratio 
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LIQUIDITY MEASURES 


Liquidity Measures Solutions 
= Working capital 
$230,000,000 


= Current ratio 
Z35 


@ Quick ratio 
127 


Liquidity Measures Solutions 


= Working capital 
$400,000,000 — $170,000,000 = $230,000,000 


= Current ratio 
$400,000,000 _ 
$170,000,000 


@ Quick ratio 
$20,000,000 + $40,000,000 + $156,000,000 
$170,000,000 


= 1.27 
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Debt Ratios 


m Measures company’s ability to survive 
adverse business conditions 


m Methodology used to assess 
creditworthiness 


m Related to the balance sheet 


m= Measurements 
@ Debt-to-equity 
@ Long-term debt ratio 


Debt Ratios 


Debt ratios help determine how a company is financed — through debt or equity. 
m= Measures company’s ability to survive adverse business conditions 
= Methodology used to assess creditworthiness 


= Related to the balance sheet 


m= Measurements 
¢ Debt-to-equity ratio — ratio of total liabilities to shareholders’ equity 


¢ Long-term debt ratio — ratio of long-term debt to long-term debt and 
shareholders’ equity 
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DEBT RATIOS 


Debt-to-Equity Ratio 


total liabilities 
total shareholders’ equity 


™ Determines the relative amount of 
debt-to-equity 


m= Ratio may differ by company 


m Debt expectations differ by industry 


Debt-to-Equity Ratio 
A certain amount of debt is normal; but excessive debt may be a hazard. 
= Determines the relative amount of debt to equity 


= Recognize that different companies may do these ratio calculations somewhat 
differently. Always find out how the ratio is calculated before reaching any conclusions. 


= Debt expectations differ by industry 


Manufacturing companies normally are expected to have more equity than 
noncurrent liabilities. 


@ Utilities and financial companies often operate safely with much higher ratios, 
even with debt exceeding equity. 


f. Using the balance sheet you created, calculate the debt-to-equity ratio. 


debt-to-equity ratio 
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DEBT RATIOS 


Long-Term Debt Ratio 


long-term debt 


long-term debt + shareholders’ equity 


m Used to assess company’s risk 
and creditworthiness 


m™ General rule: not higher than 40% 


Long-Term Debt Ratio 


m Used to assess company’s risk and creditworthiness 
@ This ratio is very important when companies seek additional financing through debt. 


@ The denominator of the equation (long-term debt/noncurrent liabilities + 
shareholders’ equity) equals total permanent capital. 


@ The higher the proportion of noncurrent liabilities, the more leverage exists. High 
leverage has more risk than low leverage. 


= As a general rule in manufacturing companies, most lenders believe this ratio 
should be no higher than about 40%. (In finance companies and utilities the percent 
usually is much larger.) 


yp” Using the balance sheet you created, calculate the long-term debt ratio. 


long-term debt ratio 
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DEBT RATIOS 


Debt Ratio Solutions 
m Debt-to-equity ratio 
91 


m Long-term debt ratio 
.30 


Debt Ratio Solutions 
= Debt-to-equity ratio 


$316,000,000 
$346,000,000 


= 91 


= Long-term debt ratio 


$146,000,000 
$146,000,000 + $346,000,000 


.30 
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m™ Define current and noncurrent assets, identify examples of each 
and explain how they are recorded on the balance sheet. 


m Identify issues related to inventories, describe the methods of valuing 
inventory, and given a sample inventory, calculate its value using 
LIFO, FIFO or a weighted average. 


= Define tangible and intangible noncurrent assets, list examples of 
these assets and describe the accounting treatment of each. 


Identify and describe current, noncurrent and potential liabilities. 


Identify and describe shareholders’ equity, preferred shares, 
common shares, treasury shares and retained earnings. 


m= Given the major accounts of the balance sheet, explain the 
groups of accounts that must balance. 


m= Describe the purpose of liquidity measures and debt ratios, 
identify the function of each formula and calculate each value 
using information contained on the balance sheet. 
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Module Quiz 


1. What is an example of a noncurrent asset? 
A. Cash 
B. Machinery 
C. Inventory 
D. Marketable securities 


2. — In times of rising costs, which of the following would produce the most profit? 
A. Weighted average 

B. FIFO 

C. LIFO 

D 


. Just in time 


3. | Which asset is neither depreciated nor amortized? 
A. Land 
B. Buildings 
C. Office equipment 
D. Patents 


4. Within what time period are taxes due as payable if they are listed 
as current liabilities? 


A. One month 
B. Six months 
C. One year 

D. Two years 


5. Which of the following describes a company’s purchase of its own shares? 
A. Common shares 
B. Treasury shares 
C. Retained shares 
D 


. Preferred shares 
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Module Quiz ...cont’d 


6. 
A. 
B 
C. 
D 
ta 
A. 
B 
C. 
D 


Total liabilities plus shareholders’ equity is equal to which of the following? 


Total income 


. Total costs 


Profit or loss 


. Total assets 


What is the formula for calculating working capital? 


Current assets divided by current liabilities 


. Cash plus marketable securities plus receivables divided by current liabilities 


Total liabilities plus shareholders’ equity divided by total assets 


. Current assets minus current liabilities 
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Statement 


WorldatWork ® 


T2 # 3.1 


© WorldatWork. All rights reserved. 


Module 3 
The Income Statement 


Introduction 


A business must be profitable to survive and meet its obligations to employees and 
suppliers. The income statement measures a company’s profitability and is carefully 
watched by investors and senior management. Employees can have a significant effect on 
a company’s income statement. Those in the sales/marketing departments can affect 
company revenue/sales, and employees in all departments can control expenses to 
enhance the profitability of a company. Even a not-for-profit organization needs to closely 
monitor revenues and expenses. Companies also are required to pay income taxes and 
provide a return to their investors. 


This module examines the components of the income statement and the importance of 
profitability ratios. In compensation management, a large portion of employee pay is 
becoming at-risk or profit-related. Companies are more willing to reward their employees in 
profitable years. Therefore, it is important to understand the income statement and financial 
ratios as measurement tools, and to design reward systems that motivate employees to 
contribute to the profitability of the company. 


Objectives 


By the conclusion of this module, you will be able to accomplish the following: 


1. Identify and describe the following components of the income statement, as well as 
their impact on a company’s incentive plans: 


— Netsales — Other income and expenses 

— Cost of goods sold — Net income before extraordinary items 
— Gross margin — Extraordinary items 

— Gross margin ratio — Net income 

— Operating expenses — Earnings per share 


2. Define depreciation and calculate depreciable value, straight-line depreciation and 
double-declining balance depreciation. 


3. Explain impairment and amortization as they apply to goodwill and patents. 


4. Describe the provision for taxes on the income statement, including current and 
deferred taxes. 


5. Describe the impact of subsidiary and affiliate percent ownership on financial 
statements and profits. 


6. Use data from an income statement to calculate each of the following: 


— Gross margin — Gross margin ratio 

— Operating income — Earnings per share 

— Net income — Return on sales 
T2 9 3.2 


© WorldatWork. All rights reserved. 


The Income Statement 


Revenue/ Sales 


Expenses 


Net Income 
(Loss) 


The Income Statement 


m The income statement also is called the profit/loss (P&L) statement or the earnings 
statement. 


m= The income statement contains valuable data not only for shareholders, investors 
and management, but also for HR professionals designing commissions, bonus and 
profit-sharing plans. 


= Two major groups of accounts are included on the income statement. 
@ Revenue/sales 
@ Expenses 


At the end of the year, the income statement is closed out and the net income (loss) 
is transferred to retained earnings in the equity section of the balance sheet. 


Compensation & Benefits Implications 


In compensation plans it usually is better to focus on net sales rather than 
on gross sales, particularly for sales incentives. 


Note: Remove the class exercise worksheet from the end of this module. Refer to it as each component 
of the income statement is discussed. 
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Revenue/ Sales 


m Inflow of revenue 
m@ Net of returns and discounts 
m Calculation of net sales 


Gross sales* $800,000,000 
Less: Salesreturns $10,000,000 

Discounts 23,000,000 33,000,000 
Net sales $767 ,000,000 


* For the purposes of this course, assume all sales are credit sales. 


Revenue/Sales 
= The inflow of revenue received or to be received from: 
@ Sale of goods (retail) 
@ Sale of goods manufactured 
@ Rent from property 
@ Fee for services 
= Net of returns allowances and net of discounts 
# Customers sometimes return goods. 
# Companies offer discounts for volume purchases or for quick payment. 


= Calculation of net sales — subtract sales returns and discounts from gross sales 


Compensation & Benefits Implications 


Net sales usually are a better way to measure a salesperson’s results than 
gross sales. A sale that results in returned products is not a true sale. 


Note: “Revenue” and “sales” are terms that are used interchangeably in this course. 
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Cost of Goods Sold (Cost of Sales) 


m™ Two sources of goods 
@ Goods manufactured 
¢ Goods purchased for resale 


= Macro formula: BI + P — El 


= Calculation of cost of goods sold 


Beginning inventory $185,000,000 
Purchases* 530,000,000 


Ending inventory (180,000,000) 
COGS $535,000,000 


* Purchases would be net of purchase discounts or returns 
and would include any freight costs. 


Cost of Goods Sold (Cost of Sales) 


Cost of goods sold includes raw materials, factory direct labor and factory overhead. 
Factory overhead includes utilities, rent, depreciation and indirect labor. 


m™ Two sources 
@ Goods manufactured 
¢ Goods purchased for resale (retailer) 


Goods 
Available 
for Sale 


Beginning 


+ Purchases = 
Inventory 


Goods 
Available 
for Sale 


Ending 
Inventory 
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Gross Margin 


net sales — cost of goods sold 


m Gross profit after cost of making product 


m= Assesses both profitability and productivity 


Gross Margin 


m Gross margin is the gross profit after recording the cost of the product included in net 
sales. This gross profit is needed to cover the other expenses of the organization, to 
pay taxes and to provide income for the owners. 


m™ Gross margin is one of several profitability measures used to assess both profitability 
and productivity. 
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GROSS MARGIN 


Gross Margin Ratio 


net sales — cost of goods sold 


net sales 


m= Used to compare companies’ efficiencies 
m@ High ratio better for company’s bottom line 


= Commonly used in sales compensation plans 


Gross Margin Ratio 
= Gross margin can be used to compare different companies’ efficiencies. 


= A product with a high gross margin usually is better for the company’s bottom line 
than one with a low gross margin. 


= Gross margin is commonly used in sales compensation plans. 
Example: Use gross margin to determine the number of gross margin dollars generated 


Sales generated: $175,000 
Gross margin on sales = 15% 
$175,000 x 15% = $26,250 gross margin dollars generated 


Compensation & Benefits Implications 


Sales commissions based on gross margin rather than sales have the 
potential to encourage sales people to sell the products or services 
that are most profitable for the company. 
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Operating Expenses 


@ Selling expenses 


m™ General and administrative expenses 


Operating Expenses 

= Selling expenses (S) 
# Salaries and benefits of sales people 
¢@ Commissions 
@ Travel and entertainment 


= General and administrative expenses (G&A) 


@ Administrative/office salaries and benefits @ Travel and entertainment 
@ Rent # Insurance 

@ Utilities ¢ R&D 

@ Advertising ¢ Depreciation expense 

@ Repairs and maintenance # Amortization/impairment 
@ Supplies @ Others 


Compensation & Benefits Implications 


Most compensation and benefits expenses, other than those of factory workers, 
appear on the company’s SG&A. Usually all executive compensation costs are 
shown here, including accrued expenses for long-term incentive plans and for 
post-retirement benefits. 
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OPERATING EXPENSES 


Depreciation 


= Systematic and rational allocation of 
the cost of a fixed asset as an 
expense over its useful life 


m= Depreciation calculated over 
expected useful life 


m= Depreciable value = 


Cost of : : Salvage 
ee Transportation| + | Installation ae 


Depreciation 


Depreciation is the systematic and rational allocation of the cost of a fixed 
asset as an expense over its useful life. It recognizes the gradual wearing out 
and obsolescence of equipment and records the cost over the years. 


Depreciation is calculated over expected useful life 
# Takes into account the expected salvage value 
Salvage value and useful life must be estimated. 

Depreciable value 


@ Factory depreciation in manufacturing companies is included in the cost of 
goods sold as factory overhead. 


@ Installation costs and incoming freight costs of equipment are included in the 
value to be depreciated. 
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OPERATING EXPENSES — DEPRECIATION 


Depreciation Methods 


m= GAAP 
¢ Straight-line 
¢ Double-declining balance 
@ Units of production 
@ Sum-of-the-year’s-digits 


m@ Tax books 
@ MACRS 


Depreciation Methods 


An organization may choose which method of depreciation to use. Many companies 
use different methods for different types of equipment. 
= The depreciation methods allowed by GAAP are: 

¢ Straight-line — cost is spread equally over estimated useful life 


1 
est. useful life 
@ Double-declining balance — accelerated rate of depreciation 


2 
est. useful life 


rate = 


rate = 


@ Units of production — allocates cost of the asset based on usage 


¢ Sum-of-the-year’s-digits — not quite as accelerated as the double-declining 
method; uses estimated useful life to calculate rate of depreciation 


= The depreciation method allowed by the IRC is: 


@ MACRS - For tax purposes the Internal Revenue Code (IRC) has mandated 
the use of the Modified Accelerated Cost Recovery System (MACRS). It is 
about half way between the straight-line and the double-declining balance 
methods. A company may use straight-line depreciation for shareholders’ 
books but MACRS for the IRS. 


Compensation & Benefits Implications 


The method of depreciation a company uses can affect the profits which, in turn, 
can affect the profit-sharing and incentive plans. 
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OPERATING EXPENSES — DEPRECIATION 


Straight-Line Depreciation 


m Equal annual amounts 


m Straight-line calculation 


Cost $10,000 
Less estimated salvage value 500 


To be depreciated $9,500 


Divided by number of years of 
estimated useful life Ls) 


Annual depreciation expense $1,900 


Straight-Line Depreciation 
Straight-line depreciation is one of the most commonly used methods. 


= Equal annual amounts 
1 


= Straight-line calculation, rate= =a Seful life 


Example: 
@ Asset cost = $10,000 
@ Estimated salvage value = $500 


¢ Estimated useful life = 5 years 


Note: Additional straight-line depreciation exercises are included in the Appendix. 
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OPERATING EXPENSES —- DEPRECIATION 


Double-Declining Balance Method 


= A modification of the straight-line method 


m™ Salvage value is ignored in the computation until 
book value of the asset reaches salvage value 


; Year1 Year2 Year3 Year4 Year5 


Double-declining method — five years 


Year 1 Year2 Year3 Yr4 Yr5 


Double-Declining Balance Method 


Double-declining balance is the MOST accelerated depreciation method. It causes 
more expense in the early years and less in the later years. The total depreciation is 
the same as straight-line, but more accelerated. 


This method commonly is used for depreciating automobiles, high-tech manufacturing 
equipment and other assets that depreciate more in the first year or two of use, or 
whose useful life is hard to estimate. 


2 


= A modification of the straight-line method, rate = ——————_—_— 
est. useful life 


= Salvage value is ignored in the computation until the final year of useful life 


Compensation & Benefits Implications 


Companies using peer comparisons in incentive plans should consider the 
depreciation methods those companies use. 
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OPERATING EXPENSES — DEPRECIATION 


Example — 
Double-Declining Balance 


Asset cost $10,000 
Estimated useful life 5 years 
Salvage value $500 


@ Straight-line rate 
1/5 or 20% per year 


m= Double the straight-line rate 
2/5 or 40% per year 


m= First year depreciation expense 
$10,000 x 40% = $4,000 


Example — Double-Declining Balance 


The depreciation rate in double-declining balance is twice the straight-line rate. The rate is 
applied to the depreciated value of the asset each year. Salvage value is ignored in the 
early years, but the asset is never depreciated to a value less than salvage value. 


Year 1 Year 2 Year 3 Year 4 Year 5 


vee 10,000 6,000 3,600 2,160 1,296 
alue 


Minus 
Depreciation 4,000 2,400 1,440 864 796 


(40%) 
Ending Value 6,000 3,600 2,160 1,296 500 


Note: A supplemental exercise on double-declining balance depreciation is provided in the Appendix. 
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OPERATING EXPENSES 


Impairment/ Amortization 


= Impairment 
¢ Used to write off goodwill 


¢ Losses will vary 


= Amortization 
¢ Relates to other intangible assets 


¢ Uses straight-line method 


@ Based on useful life 


Impairment/Amortization 

= Impairment 
¢ Goodwill is written off based on a review of the impairment of the asset. 
Impairment losses will vary from year to year and could be zero. 

= Amortization 


¢ Allocating the cost of other intangible assets 
(patent, covenant not to compete, franchises) 


# Method used: straight-line method 
@ Based on the useful life 
= Legal or stated life 


= Estimated remaining useful life 
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OPERATING EXPENSES 


Treatment of Goodwill 


m Shareholders’ books: impairment 
losses based on GAAP (FAS 144) 


m™ Tax books: amortized over 15 years 


Treatment of Goodwill 


Goodwill occurs when one company acquires another and pays an amount in excess 
of the appraised value of the net assets (assets — liabilities) acquired. Impairment 
losses are irregular and vary in amounts from year to year. 


= Shareholders’ books: impairment losses based on GAAP (FAS 144) 


= Tax books: goodwill is amortized over 15 years (IRS rules) 
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OPERATING EXPENSES — IMPAIRMENT OF GOODWILL 


Example Calculation 


Amount paid $800,000,000 
Less: Net asset value 600,000,000 
Goodwill $200,000,000 


m= Difference in the books 


@ Shareholders’ books: Impairment review after first year — 
$5,000,000 impairment. Net goodwill after first year — 
$195,000,000 


@ Tax basis (IRS books): Amortization expenses over 
15 years on a straight-line basis. 
$200,000,000 x (1/15) = $13,333,333 per year 


@ Deferred tax credit/debit 


Example Calculation 


This is another example of the differences in shareholder and tax books. 
A company goodwill impairment is reviewed annually and will vary from year to year, 
but for tax purposes, goodwill is amortized over 15 years. 


@ Shareholders’ books: Impairment review after first year — $5,000,000 impairment. 
Net goodwill after first year — $195,000,000 


# Tax basis (IRS books): Amortization expenses over 15 years on a 
straight-line basis. 


$200,000,000 x (1/15) = $13,333,333 per year 


The difference between impairment loss on the shareholders’ books and 
amortization on the tax books will create either a deferred tax credit or 
deferred tax debit. 
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OPERATING EXPENSES — AMORTIZATION 


Example — Patent Calculation 


ABC Company purchases a patent for $34,000. 
The patent has just been issued and 

ABC Company believes the 17-year life is 
appropriate. 


What is amortization expense in year one? 


Patent cost $34,000 
Legal /useful life 17 years 
Amortization expense per year $2,000 


Example — Patent Calculation 
Amortization of patents applies only to those that a company purchases. 


An internally developed patent is recorded as an expense when being developed and is 
not shown as an asset on the company books. Therefore, it is not amortized. 


The patent cost divided by the legal/useful life equals the amortization expense per year 
on a straight-line basis. 
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Other Income and Expenses 


Investment income 
+ 


Interest income 
+ 
Dividend income 
+ 
Gains on asset dispositions = Other income 
+ and expense 
Share of affiliates’ earnings 


Losses on asset dispositions 


Interest expense 


Other Income and Expenses 


This section of the financial statement is managed primarily by corporate finance. 


Compensation & Benefits Implications 


These measures normally are not included in division incentive plans. 
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OTHER INCOME AND EXPENSES 


Investments In 
Subsidiaries and Affiliates 


Percent Ownership Accounting Approach 
More than 50% Consolidated financial 
statements 

Subsidiary 

hes sewn asa eesset cae San reer “Equity” method (investment 

Affiliate as an asset, adjusted by 

20% to 50% profits and dividends) 
inclusive 


Cost method (investment 
as an asset, dividends are 
income) 


Less than 20% 


Investments in Subsidiaries and Affiliates 


For tax purposes, consolidation occurs at 80% ownership or more. (This is another 
example of differences in shareholder and tax books.) 


Subsidiary 


™ More than 50% ownership: The financial statements are consolidated. 
Example: ABC company owns 70% of XYZ company. ABC, in effect, includes 70% of 
XYZ’s assets and 70% of XYZ’s liabilities, etc., in its own balance sheet and 70% of 
XYZ’s revenues and expenses in its income statement. 


Affiliate 


m 20% to 50% ownership (inclusive): The investment is an asset on the balance sheet. 
When the affiliate earns money, the value of the asset is increased by the share of 
ownership. When dividends are paid, the value of the asset is reduced by the amount 
of the dividends received and the income statement reports the share of the affiliate’s 
earnings. 


m Less than 20% ownership: Investment is an asset and income is shown on the income 
statement upon receipt of a dividend. 


Compensation & Benefits Implications 


Financial statements and profits are affected by subsidiaries and affiliates in 
different ways depending on the ownership percentage. 
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Provision for Taxes 


Federal 
income 
taxes 


State 


income Local 


taxes 


income 
taxes 


Include taxes that are 


m@ Current 


™ Deferred 


Provision for Taxes 


Provision for taxes is one of the most complex aspects of GAAP. The provision 
includes federal, state and local income tax. Taxes applicable to the time period for 
the shareholders’ book’s income statement are recorded as provision for tax. 


The amount shown on the shareholders’ books is the estimated amount that would 
be payable for the year if the tax return reported the same expenses and sales as the 
shareholders’ books. This usually is not the case because of different methods of 
accounting for depreciation, deferred compensation and many other items in 
shareholder and tax books. 


Include taxes that are 
= Current 
= Deferred 


Deferred taxes result when income or expenses are recorded on the company’s 
income statement in a different time period than when they are reported on the 
company’s tax return. 
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PROVISION FOR TAXES 


Example — Deferred Tax 


Shareholders 
Books Tax Books 


Income before taxes $935,100 $822,776 


Income tax 
(using a 35.3% rate) $330,090 $290,440 


Provision for income taxes $330,090 
Current portion (current liability) $290,440 


Deferred portion $ 39,650 
(noncurrent liability if more than one year) 


Example — Deferred Tax 


In this example, the reported income for shareholders is higher than the amount 
reportable to the IRS, thus resulting in a deferred tax amount which will be shown on 
the balance sheet. 


m Shareholders’ books are prepared using GAAP. 


m The tax books are prepared using IRC rules. 


Compensation & Benefits Implications 


Incentive and profit-sharing plans are based on either before-tax or after-tax income. 


T2 » 3.21 


© WorldatWork. All rights reserved. 


Extraordinary Items 


m Income or loss arising from an event that is 
@ Unusual in nature 
@ Nonrecurring 


Must be shown separately (net of tax) 


Must be explained in footnotes 


m= Examples 
@ Major casualties (earthquake) 
@ Government expropriations 
@ Prohibitions under newly enacted laws 
¢ Premature redemption of long-term debt 


Extraordinary Items 


Because extraordinary items are reported separately, analysts can examine how 
a company’s operations are doing compared to the past and to other companies 
without any distortions from those separately reported items. 


= Income or loss arising from an event that is 
@ Unusual in nature 
@ Nonrecurring 
= Must be shown separately (net of tax) 
= Must be explained in the notes to the financial statements 
= Examples 
¢ Major casualties (earthquake) 
@ Government expropriations 
¢ Prohibitions under newly enacted laws 
¢ Premature redemption of long-term debt 


Compensation & Benefits Implications 


Extraordinary items may be large; specific consideration should be given to them 
in designing profit-sharing and incentive plans based on profits. 
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Net Income 


Cost Operating 


income 


Operating 
expenses + 


Other 
income/ = 
expenses Provision + = 


for tax VP Extraordinary 
items (El) After El 


* Net sales = Gross sales minus Returns and Discounts 


Compensation & Benefits Implications 


Operating income often is used in incentive plans, particularly at the division level. 
This figure does not include taxes or the costs of financing the business that 
usually are corporate concerns. 
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Earnings Per Share (EPS) 


net income 
average # of shares 
outstanding* 


m™ Basic (primary) — reports net income 
per share of common stock 


= Diluted 


* Treasury shares are not included in average # of shares outstanding. 


Earnings Per Share (EPS) 
= Basic (primary) — reports net income per share of common stock 


= Diluted earnings per share is the net income applicable to common stock divided 
by the sum of the weighted average of common shares and common share 
equivalents such as warrants, unexercised stock options, etc., in the divisor. 


A company must report both basic and diluted EPS regardless of whether they are the 
same. 


Compensation & Benefits Implications 


If EPS is used in compensation or benefits plans, it should be clearly stated 
whether EPS before extraordinary items, EPS basic or diluted EPS applies. 


Dilution is one measure used to assess the impact of 
equity-based compensation on shareholders. 


T2 9 3.24 


© WorldatWork. All rights reserved. 


Return on Sales (Net Profit Margin) 


net income 


net sales 


m Net income as a percent of sales 


m= Proportion of sales left as net income 


m Indicator of operating efficiency 


Return on Sales (Net Profit Margin) 


Comparisons against others in the industry and against history in an individual company 
often are meaningful. Comparisons across different industries often are not very useful. 


= Net income as a percent of sales 
= Proportion of sales left as net income 


= Indicator of operating efficiency 
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Similarities Between “For-Profit” 
and “Not-For-Profit” 


For-Profit Not-For-Profit 
= Must prepare financial Yes Yes* 
statements? 
m= Subject to federal income tax? Yes No** 
m= Owners Shareholders None 
m Primary objective Earn $$ Advance a cause 
= Term for net income Profit Surplus 
m Where does net income go? Shareholders Reinvested 
(retained earnings) 


* Not-for-profit organizations will not have a statement of shareholders equity 


** Some income may be taxable if it is generated from activities not consistent with the organization's 
primary charter. This tax is commonly known as unrelated business income tax or UBIT. 


Similarities Between “For-Profit” and “Not-For-Profit” 


Despite some common misperceptions, not-for-profit organizations have many of the 
same financial reporting requirements as for-profit organizations. However, there are 
some differences. 
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Exercise 3.1 — 
Prepare an Income Statement 


Review these income statement items for a typical manufacturing company. Prepare an 
income statement, including earnings per share, based on the information. A worksheet 
on the following page is provided for your use. 


(In thousands) 


Cost of goods sold $535,000 
Depreciation, amortization, impairment 28,000 
Dividend and interest income 5,250 
Extraordinary item — net of tax (loss) (5,000) 
Provision for income taxes 41,446 
Interest expense 16,250 
Net sales 767,000 
Selling, general and administrative 
expense 96,804 
Average number of common 
stock shares outstanding (in thousands) 14,650 
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(blank) 
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EXERCISE 3.1 —- PREPARE AN INCOME STATEMENT 


Worksheet 


Typical Manufacturing Company Consolidated Income Statement 
For 20XX 


($000) 
Net sales 


Cost of goods sold 
Gross margin 


Operating expenses 
Depreciation, amortization, impairment 
Selling, general and administrative expense 
Total operating expenses 

Operating income 


Other income (expense) 
Dividends and interest income 
Interest expense 
Total other income and expense 


Income before income taxes and extraordinary items 
Income taxes 

Income before extraordinary items 

Extraordinary item: 


Net income 


Earnings per share 


SULEEUI HIT UT 


Gross margin ratio 


ss 


Return on sales 


T2 3.29 


© WorldatWork. All rights reserved. 


T2 # 3.30 


© WorldatWork. All rights reserved. 


Identify and describe components of the income statement, 
as well as their impact on a company’s incentive plans. 


Define depreciation and calculate depreciable value, 
straight-line depreciation and double-declining balance 
depreciation. 


Explain impairment and amortization as they apply to 
goodwill and patents. 


Describe the provision for taxes on the income statement, 
including current and deferred taxes. 


Describe the impact of subsidiary and affiliate percent 
ownership on financial statements and profits. 
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Module Quiz 


1. Which of the following best describes net sales? 
A. Sale of services plus cost of goods 
B. Revenue from property rentals 
C. Gross sales minus returns and allowances 
D. Sale of goods and services 


2. Which of the following must be known in order to calculate straight-line depreciation? 
A. Estimated salvage value 
B. Units of production 
C. Gross market value 
D. Net market value 


3. | What is the method used to calculate the amortization of patents? 
A. Straight-line 
B. Units of production 
C. Double-declining balance 
D. Double the straight-line 


4. What are deferred taxes? 


A. Taxes that are not due in the current year because of projected 
depreciation/amortization 


B. Taxes resulting from expenses recorded in a different time period on the 
income statement and tax return 


C. Taxes that are refunded after accounting for returns and discounts 
D. Taxes paid by subsidiaries that have 50% or more ownership of an investment 


5. The equity method is the accounting approach used when a company owns what 
percentage of an affiliate? 


A. Less than 20% 
B. 20% to 50% 
C. 50% to 70% 
D. More than 70% 


T2 w 3.32 


© WorldatWork. All rights reserved. 


Module Quiz ...cont’d 


Which income statement items are used in the calculation of operating expenses? 
A. 


Dividend and interest income, and interest expense 


B. Net sales, cost of goods sold and gross margin 
C. 
D 


. Depreciation, amortization and SG&A 


Extraordinary items, discontinued operations and provision for taxes 
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(blank) 
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Module 4 
Statement of Cash Flows and Shareholders’ Equity 


Introduction 


Cash management is critical to the success of any business. Employees, vendors, debtors 
and investors expect a return on their services, products and investments. The timing of 
cash flows is critical to meet day-to-day obligations and for continued growth in the 
organization. A company must consistently generate a positive cash flow from the 
business operations. 


A company also needs cash to purchase capital assets, such as buildings, machinery and 
equipment. Cash generated internally by the company’s normal operations typically is 
insufficient for large capital asset expenditures. In order to obtain additional cash, a 
company may need to raise capital from shareholders or lenders. 


Objectives 


By the conclusion of this module, you will be able to accomplish the following: 
1. Describe and explain the purposes of a statement of cash flows. 
2. Identify and describe the methods and categories for reporting cash flows. 


3. Classify the major groups of accounts into the appropriate category of the 
statement of cash flow. 


4. Identify what to include when reporting cash inflows and outflows from operating, 
investing and financing activities. 


5. Describe and explain the purpose of a statement of shareholders’ equity. 
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Purposes of the 
Statement of Cash Flows 


m Assess company’s ability to generate cash 


m Assess company’s ability to meet financial 
obligations or pay dividends 


m= Identify potential needs for additional financing 


m Identify difference between net income and 
cash flows 


m Assess effects of cash and noncash investing 
and financing transactions 


Purposes of the Statement of Cash Flows 


A company must be able to generate cash to survive. Net income is NOT equal to 
cash flow. The statement of cash flows (aka cash flow statement) explains the change 
during the period in cash and cash equivalents. The statement of cash flows, along 
with the balance sheet and the income statement, provides a comprehensive view of 
the company’s financial situation. The purposes of the statement of cash flows are to: 


= Assess the company’s ability to generate cash 
Assess the company’s ability to meet financial obligations or pay dividends 
Identify potential needs for additional financing 


Identify the difference between net income and cash flows 


Assess the effect of cash and noncash investing and financing transactions 


Note: A sample statement of cash flows can be found in the Appendix. 


T2 8 4.3 


© WorldatWork. All rights reserved. 


STATEMENT OF CASH FLOWS 


Methods and Categories 


=@ Two methods 
¢ Direct 


Indirect (reconciliation method) 


m Three categories 
# Operating 
@ Investing 


@ Financing 


Methods and Categories 
m= There are two methods of reporting cash flows. 


¢ Direct method — procedure for recording all cash transactions, inflows 
and outflows for the year 


¢ Indirect method — procedure for adjusting net income for those items that 
do not affect cash flow from an accrual method to a cash basis 


m= Each method divides cash flows into three categories: operating, investing 
and financing. The only difference in the two methods is the operating section. 
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STATEMENT OF CASH FLOWS —- METHODS & CATEGORIES 


Direct Method 


Revenue/ Sales 
Expenses 


Assets 


Liabilities 
Equity 


Five Major Groups of Accounts: 
(Balance Sheet & Income Statement) 


a> 


| 
= 


Three Categories 
(Statement of Cash Flow) 


Operating 


Investing 


Financing 


Direct Method 


As we identify and place cash flow transactions into the three categories listed above, 
it helps to think how cash accounting would affect the five major groups of accounts. 
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STATEMENT OF CASH FLOWS - METHODS & CATEGORIES 


Example — Direct Method 


Typical Manufacturing Company 
Consolidated Statement of Cash Flows 
Year ended Dec. 20XX (dollars in thousands) 


Cash flows from operating activities 


Cash received from customers $ 756,000 
Interest and dividends received 5,250 
Payments to suppliers and employees (630,804) 
Interest paid (16,250) 


Taxes paid (39,446) 


Net cash provided by operating activities 


Cash flows from investing activities 
Purchases of marketable securities $ (8,000) 
Purchase of fixed assets (43,400) 


Net cash used in investing activities $( 51,400) 
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STATEMENT OF CASH FLOWS —- METHODS & CATEGORIES 


Example — Direct Method ...contd 


Typical Manufacturing Company 
Consolidated Statement of Cash Flows 
Year ended Dec. 20XX (dollars in thousands) 


Cash flows from financing activities 


Decrease in notes payable $ (10,000) 
Increase in other long-term debt 1,000 
Proceeds from issuance of common stock 9,000 
Payment of dividends (18,350) 
Net cash used in financing activities $ (18,350) 


Increase in cash $ 5,000 
Cash at beginning of year 15,000 


Cash at end of year $ 20,000 


T2 04.7 


© WorldatWork. All rights reserved. 


STATEMENT OF CASH FLOWS —- METHODS & CATEGORIES 


Indirect Method 


m For operating activities: 
m@ Starts with net income 


m™ Noncash items added back to 
net income 


m Shows changes in the other accounts 


Indirect Method 
For operating activities: 
= The indirect (or reconciliation) method starts with net income. 


= Noncash items, such as depreciation, amortization, impairment and accruals, 
are added back to net income. 


m= Changes in the other accounts either are positive or negative for cash flow and 
are shown in the indirect method. 


Note: The investing and financing activities sections of the statement of cash flows are the same 
whether the direct or indirect method is used. 
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STATEMENT OF CASH FLOWS —- METHODS & CATEGORIES 


Example — Indirect Method 


Typical Manufacturing Company 
Consolidated Statement of Cash Flows 

Year ended Dec. 20XX (dollars in thousands) 

Cash flows from operating activities 

Net income $ 49,750 

Adjustments to reconcile net income 

to net cash from operating activities: 


Depreciation and amortization $ 28,000 
Assets destroyed by volcanic eruption 5,000 
Increase in accounts receivable (11,000) 
Decrease in inventories 5,000 
Increase in prepaid expenses 
and other current assets (1,000) 
Increase in accounts payable 3,000 
Decrease in accrued expenses (6,000) 
Increase in income taxes payable 2,000 
Total adjustments $ 25,000 
Net cash provided by operating activities $ 74,750 
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STATEMENT OF CASH FLOWS — METHODS & CATEGORIES 


Example — Indirect Method ...contd 


Typical Manufacturing Company 
Consolidated Statement of Cash Flows 
Year ended Dec., 20XX (dollars in thousands 
Cash flows from investing activities 
Purchases of marketable securities of others $ (8,000) 
Purchase of fixed assets (43,400) 
Net cash used in investing activities 
Cash flows from financing activities 


Decrease in notes payable $ (10,000) 

Increase in other long-term debt 1,000 

Proceeds from issuance of 

common stock 9,000 

Payment of dividends (18,350) 
Net cash used in financing activities $ (18,350) 
Increase in cash $ 5,000 


Cash at beginning of year 
Cash at end of year 
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STATEMENT OF CASH FLOWS — METHODS & CATEGORIES 


Operating Activities 


m= Cash inflows include cash receipts 


m™ Cash outflows include cash payments 


Operating Activities 


Operating activities are related to producing and delivering goods or providing services. 
It is critical that companies have a positive cash flow from operations; cash received must 
be larger than cash paid out for operations. 


= Operating cash inflows include cash receipts 
@ From sale of goods or services 
@ From collection of customer accounts or notes receivable 
# From returns on loans (interest) or on equity securities (dividends) 
¢ All cash receipts not classified under investing or financing receipts 
= Operating cash outflows include cash payments 
# To acquire materials to produce goods or to acquire goods to be resold 
# Of accounts payable or notes payable to suppliers 
@ To employees 
# To governments for taxes, duties, fines or other fees 
@ To lenders or creditors (for interest) 
¢ All other cash payments not classified as investing or financing payments 


Operating activities <-> Sales and expenses 


T2 9 4.11 


© WorldatWork. All rights reserved. 


STATEMENT OF CASH FLOWS - METHODS & CATEGORIES 


Investing Activities 


= Cash inflows include cash receipts 


= Cash outflows include cash payments 


Investing Activities 
= Cash inflows include cash received from the sale of 
@ Property, plant or equipment 
# Company loans or debt instruments of others 
@ Equity securities of others 
# Investing cash outflows include cash paid 
@ To acquire equity securities of other companies 
# To acquire debt instruments of other companies 
@ For purchase of plant, property, equipment or other productive assets 


Investing activiticc Assets 
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STATEMENT OF CASH FLOWS — METHODS & CATEGORIES 


Financing Activities 


m Cash inflows 


™ Cash outflows 


Financing Activities 


Financing activities include obtaining resources from owners and providing them with 
a return on (and return of) their investment. Additionally, financing activities involve 
borrowing money and repaying amounts borrowed. The purchase of treasury stock 
by the company is included in this category. 


m= Financing cash inflows includes cash from 
# Issuing equity securities of own company 
# Issuing debt securities of own company 
# Borrowing money from banks 
= Financing cash outflows includes company’s 
# Cash payment of dividends or other distributions to owners 
# Cash repayment of the principal of debt 
@ Purchase of treasury stock 


Financing activiies <-> Liabilities and equity 
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STATEMENT OF CASH FLOWS — METHODS & CATEGORIES 


Exercise 


1) What are the methods and categories of the statement of cash flows that must report 
net cash provided/used? 


Methods Categories 


2) How would accrued wages and benefits impact the statement of cash flows? 


3) Identify the appropriate category for each of the following cash transactions on the 
statement of cash flows by placing a checkmark (v) in the corresponding column. 


Proceeds received from the exercise of 
company stock options 


Purchase of automobiles for the sales force 


Interest expense 


Administrative salaries 


Repayment of current portion of 
long-term debt 


Rent expense 


Sale of used computers no longer needed 
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Purposes of the Statement 
of Shareholders’ Equity 


=m Reflect changes in equity section of 
balance sheet 


Identify number of shares of treasury stock 
Identify cash dividends declared 


Identify number of shares outstanding and 
new shares issued 


m Show proceeds from stock issued 


= Meet FASB requirements 


Purposes of the Statement of Shareholders’ Equity 


The statement of shareholders’ equity is a financial statement that shows the same basic 
information as the statement of retained earnings, but also shows the changes in all 
shareholders’ equity accounts. There are several purposes: 


Reflect changes in equity section of balance sheet 

Identify number of shares of treasury stock 

Identify cash dividends declared 

Identify number of shares outstanding and new shares issued 


Show proceeds from stock issued 


Meet FASB requirements 
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STATEMENT OF SHAREHOLDERS’ EQUITY 


Example — 
Typical Manufacturing Company 


Shares and amounts shown in millions 


Shares Issued Amounts 


Par Value 
Common Treasury | Common Addl. Paid- Retained Treasury 


Stock Stock Stock In Capital © Earnings Stock Total 
Beginning 14.5 (.1) $72.5 $19.5 $(5.0) $305.6 
Balance, 
Dec. 31, 2xxx 
Issuance 500,000 6 2.5 6.5 9.0 
Common Shares* 
@$18/sh. 
Net Income 49.8 49.8 
Cash Dividends (18.4) (18.4) 
Ending Balance, 15.0 (A) $75.0 $26.0 $250.0 $(5.0) $346.0 
Dec. 31, 2xxx a 


*$5.00 / share par value common stock 


Example — Typical Manufacturing Company 


Shares of treasury stock are subtracted from shares otherwise outstanding to determine 


book value per share. The value shown for treasury shares is the amount the company 
paid to buy the shares. 


As shareholders sell shares to others in the open market, there is no impact on the 
company’s balance sheet or shareholder equity. 


As noted earlier, the book value of a company (equity section) does not equal the market 
value of a company. 


Additional paid-in capital is the amount in excess of par value the company received when 
it sold the shares. 
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Review of the 
Four Required Statements 


Credit 
Debit Source 
Timing Use of Funds of Funds 


Statement 


Balance sheet Snapshot Assets = Liabilities 
+ 
Equity 
Income A period* Expense Revenue 
Statement of time 
Statement of A period* Beginning + Ending 
Cash Flows of time Cash ord Cash 
Statement of A period* Beginning as Ending 


Shareholders’ Equity of time Balance > Balance 


*Note: A period of time no longer than one year. 
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Describe and explain the purposes of a statement 
of cash flows. 


Identify and describe the methods and categories 
for reporting cash flows. 


Classify the major groups of accounts into the 
appropriate category of the statement of cash flow. 


Identify what to include when reporting cash inflows 
and outflows from operating, investing and 
financing activities. 


Describe and explain the purpose of a statement of 
shareholders’ equity. 
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Module Quiz 


1. Whatis a purpose of the statement of cash flows? 

A. To increase the ability for a company to generate cash 

B. To identify the difference between net income and cash flows 
C. To disclose the company’s amount of profit/loss 
D 


. To determine values for sales incentive/bonus plans 


2. Which method of reporting cash flow adjusts each item on the income statement 
from an accrual basis to a cash basis? 


A. Investing 
B. Indirect 

C. Operating 
D. 


Direct 


3. Purchase or sale of assets should be classified on the statement of cash flows as 
which of the following activities? 


A. Operating 

B. Financing 

C. Reconciliation 
D. 


Investing 


4. Which of the following is included in operating cash inflows? 
A. Money the company receives from the issuance of bonds 
B. Proceeds from borrowing money from banks 
C. Interest received 
D. Money received from the sale of property 


5. Which of the statements below applies to the statement of shareholders’ equity? 


> 


It reflects changes in the equity section of the balance sheet. 

B. It identifies the number of units sold. 

C. It identifies divestiture of assets used in the production of goods or services. 
D 


. It identifies investments in property, plant and equipment. 
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(blank) 
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Module 5 
Financial Analysis 


Introduction 


Compensation and benefits plans should provide financial rewards and incentives for 
employees that enhance or contribute to the profitability of the company. Financial ratios 
measure profitability and other key elements in the growth and success of a business. 
These ratios are used for financial analysis in comparing various companies and for future 
planning. Human resources professionals use financial ratios in conjunction with incentive 
plans to encourage employees to contribute to the overall success and profitability of a 
company. 


From the balance sheet and income statement, certain financial ratios can be calculated. 
These ratios are tools used to interpret the data found on the balance sheet and income 
statement. Financial ratios normally are used by internal management and fall within 
parameters of “managerial accounting and analysis.” 


Objectives 


By the conclusion of this module, you will be able to accomplish the following: 


1. Classify the 14 measures/ratios into the correct category: turnover ratios, debt ratios, 
liquidity measures and profitability measures. 


2. Given a formula, identify the measure/ratio it calculates and define the appropriate use 
for each. 


3. Given a balance sheet, income statement, and a list of unlabelled equations, calculate 
each aspect of liquidity measures, debt ratios, funds management ratios and 
profitability ratios. 


4. Describe the purpose of these performance measures: 
@ Return on net assets (RONA) 

Total shareholder return (TSR) 

Economic value added (EVA)* 

Earnings before interest and taxes (EBIT) 


5 i A ad 


Earnings before interest, taxes, depreciation and amortization (EBITDA) 


*EVA® is a registered trademark of Stern Stewart & Co. 
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Pull-Out Page 


Remove this page from the binder. The balance sheet and the income statement will be used 
throughout the module as financial measures are explored. 


BALANCE SHEET ($000) 


ASSETS Current Year Previous Year 


Current 


Cash $20,000 15,000 
Marketable securities 40,000 32,000 
Inventories 180,000 185,000 
Accounts receivable (less allowance 156,000 145,000 
for doubtful accounts) 

Prepaid expenses 4,000 3.000 
Total current assets 400,000 $380,000 


Noncurrent 

Land $30,000 $30,000 
Buildings 125,000 118,500 
Furniture, fixtures 15,000 12,000 
Machinery 200,000 171,100 
Leasehold improvements 15,000 15,000 
Less: accumulated depreciation (125,000) (97,000) 
Goodwill (net) 2,000 2,000 
Total noncurrent assets $262,000 $251,600 


Total assets $662,000 $631,600 
LIABILITIES 


Current 

Accounts payable $60,000 $57,000 
Accrued expenses and liabilities 30,000 36,000 
Income tax payable this year 17,000 15,000 
Notes payable this year 51,000 61,000 
Other current liabilities 12,000 12,000 
Total current liabilities $170,000 $181,000 


Noncurrent 

Bonds due 2010 $130,000 $130,000 
Other long-term debt 16,000 15,000 
Total noncurrent liabilities 146,000 145,000 


Total liabilities $316,000 $326,000 


STOCKHOLDERS’ EQUITY 

Common stock $5.00 par value, 

authorized 20,000,000 shares, 

issued current year: 15,000,000 shares 

previous year: 14,500,000 shares $75,000 $72,500 
Common stock (additional paid-in-capital) 26,000 19,500 
Retained earnings 250,000 218,600 
Less: treasury stock at cost 

(Current year: 100,000 shrs; Previous year: 100,000 shrs) (5,000) (5,000) 
Total stockholders’ equity $346,000 $305,600 


Total liabilities and equity $662,000 $631,600 


T2 85.3 


© WorldatWork. All rights reserved. 


Pull-Out Page 


INCOME STATEMENT ($000) 


Dollars in Thousands Except Current Year Previous Year 


Per Share Items 
Net sales 

Cost of goods sold 
Gross margin 


Operating expenses 
Depreciation and amortization 
Selling, general and administrative 
expense 


Total operating expenses 
Operating income 
Other income or expense 
Dividends and interest income 
Interest expense 
Total other income and expense 


Income before income taxes 
and extraordinary items 


Income taxes 
Income before extraordinary items 


Extraordinary item: loss of assets due to 


volcanic eruption net of income tax 
benefit of $750 


Net income 


Average common shares 
outstanding 


Earnings per common share before 
extraordinary item 


Earnings per share — 
extraordinary item 


Earnings per share on net income 
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$767,000 
535,000 
$232,000 


28,000 


96,804 
124,804 
$107,196 


5,250 
(16,250) 
(11,000) 


$96,196 
41,446 
$54,750 


(5,000) 
$49,750 
14,650,000 
$3.74 


(.34) 
$3.40 


$725,000 
517,000 
$208,000 


25,000 


109,500 
134,500 
$73,500 


9,500 
(16,250) 
(6,750) 


$66,750 
26,250 
$40,500 


$40,500 
14,400,000 


$2.81 


Overview of Financial 
Measures / Ratios 


m Liquidity measures 
m= Debt ratios 


m Profitability measures 


m Funds management/turnover ratios 


Overview of Financial Measures/Ratios 


There are 14 ratios/measures covered in this course. 


m= Liquidity measures (3) 


4 
4 
4 


Working capital 
Current ratio 
Quick ratio 


= Debt ratios (2) 


4 
¢ 


Debt-to-equity ratio 
Long-term debt ratio 


= Profitability measures (7) — often used by shareholders or operating managers 
to assess profitability and productivity 


4 


eee ee 


od 


Gross margin 

Gross margin ratio 

Return on sales 

Earnings per share 

Return on assets 

Return on equity 

Return on total capital/return on capital employed 


= Funds management/turnover ratios (2) — measures related to cash flow issues 


4 
4 


Inventory turnover 
The collection period 


T2 985.5 


© WorldatWork. All rights reserved. 


Liquidity Measures Review 


Working capital = Current assets — Current liabilities 


Current assets 
Current liabilities 


Current ratio = 


Cash + Marketable securities 
+ Receivables 


Current liabilities 


Quick ratio = 


Liquidity Measures Review 
= Working capital — indicator of a company’s ability to survive in the near future 
= Current ratio — measures the appropriate working capital 


™ Quick ratio — measures assets that can be quickly turned to cash 
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Debt Ratios Review 


Total liabilities 


Debt to equity = 
Total shareholders’ equity 


Long-term debt 


Long-term debt + 
Shareholders’ equity 


Long-term debt ratio = 


Debt Ratios Review 
= Debt-to-equity ratio — determines relative amount of debt to equity 


= Long-term debt ratio — assesses a company’s risk and creditworthiness 
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Profitability Measures 


m Assess profitability and productivity 
m™ Related to the income statement 


m Seven measurements 


Profitability Measures 


= Profitability measures are often used by shareholders or 
operating managers to assess profitability and productivity. 


= Related to the income statement 


m@ Seven measurements 


4 
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Gross margin 

Gross margin ratio 

Earnings per share 

Return on sales 

Return on assets 

Return on equity 

Return on total capital (return on capital employed) 
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PROFITABILITY MEASURES 


Profitability Measures Review 


Gross margin = Net sales — Cost of goods sold 


Net sales — Cost of goods sold 


Gross margin ratio = 
Net sales 


Net income 
Net sales 


Return on sales = 


Net income 


Average number of shares 
outstanding for the year 


Earnings per share = 


Profitability Measures Review 


These four profitability measures were introduced in Module 3 in the discussion 
of the income statement. 


= Gross margin — gross profit after subtracting the cost of making product 
included in net sales 


= Gross margin ratio — used to compare companies’ efficiencies 
= Return on sales — indicator of operating efficiency 


m= Earnings per share — reports net income per share of common stock 
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PROFITABILITY MEASURES 


Return on Assets (ROA) 


net income 
total assets 


Also referred to as ROI 


Indicates profitability of all resources 
Used for project analysis 


Does not account for risk or time value of money 


Based on historical costs and accounting 
methods 


Return on Assets (ROA) 


Sometimes referred to as return on investment (ROI) 


ROA often is used by financial companies, such as banks, to indicate the 
profitability of all resources. It also is used in capital intensive companies. It can be 
used at the business unit level, as well as at corporate. 


Used for project analysis 

Does not account for risk or time value of money 

Assets on the books are valued based in part on the company’s depreciation 
policies (the ratio is related to historic costs). 


Li 


y Using the financial statements provided, calculate return on assets. 


return on assets 


Compensation & Benefits Implications 


In dealing with incentive plans related to ROA, it should be understood that land 
is not depreciated and that the depreciated value of property, plant and equipment 
does not necessarily represent market value. If there is a large goodwill account, 
ROA is affected and will vary from year to year based on impairment losses. 
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PROFITABILITY MEASURES 


Return on Equity (ROE) 


net income 


total shareholders’ equity 


= Calculates income as a percent of 
total equity 


m= Measurement of operating efficiency 


Return on Equity (ROE) 


This frequently used measure assesses how a company is capitalized 
(debt versus equity). It is sometimes referred to as ROF= 


= Calculates income as a percent of total equity 


m= Measurement of operating efficiency 


Using the financial statements provided, calculate return on equity. 


return on equity 


Compensation & Benefits Implications 


Return on equity often is used in incentive plans, and also may be used in 
profit sharing plans. Equity can be distorted in the short term by 
acquisitions and divestitures. 


ROE does not consider debt or leverage. 
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PROFITABILITY MEASURES 


Return on Total Capital (ROTC) 


net income before interest expense 
total permanent capital 


or 


net income + [interest expense x (1 — tax rate)] 
long-term debt + equity 


m Useful in comparing companies 


m= Measures total returns compared with 
permanent capital 


m= Uses interest costs on after-tax basis 


Return on Total Capital (ROTC) 
ROTC is also called return on capital employed and return on capital. 


= ROTC is useful in comparing one company with others, and in comparing 
a company’s results in one period with another. It calculates profits after tax plus 
interest on long-term debt plus total equity. 


= Measures the total returns compared with the permanent capital 


m Net income is an after-tax number. This formula uses interest costs on an after- 
tax basis. Interest costs are a tax deductible expense and reduce taxes otherwise 
payable. Thus the true cost of interest is less than the actual dollar interest cost. 


fa 


& 
— 


p>” Using the financial statements provided, calculate return on total capital. 


return on total capital 


Compensation & Benefits Implications 


ROTC is increasing in use for incentive plans. 
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PROFITABILITY MEASURES 


Illustration of Adding Capital 


Long-Term 
Balance sheet before Debt Equity Total 
(amounts in millions) 100.00 150.00 250.00 


$50 million additional capital needed 
(amounts in millions) 


Alternative 2 


All new capital is 


Long-term debt = 100.00 
Shareholders’ 


Alternative 1 
All new capital is |debt 
Long-term debt = 150.00 


Shareholders’ 


equity = 150.00 equity = 200.00 
Total capital = 300.00 Total capital = 300.00 
12.32% ROE 10.89% 

9.46% ROTC 9.46% 


Illustration of Adding Capital 
m Alternative 1 was adding all the new capital as debt; Alternative 2 was all equity. 


® Total permanent capital is the same in both cases. With operating earnings of 
$43 million, the ROE is higher in Alternative 1, but the ROTC was the same in 
both alternatives. 


How does ROTC work with these sample numbers 


when a company adds more permanent capital? 


Note: * See Appendix for detailed calculations. 
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PROFITABILITY MEASURES 


Profitability Measures Solutions 
m™ Return on assets 
7.5% 


m™ Return on equity 
14.4% 


@ Return on total capital 
12.1% 


Profitability Measures Solutions 


= Return on assets 


49,750,000 
a = 0750r7.5% 


= Return on equity 


$49,750,000 
$346,000,000 


.144 or 14.4% 


= Return on total capital 


$49,750,000 + [$16,250,000 


x (1 —.40)] __ $49,750,000 + $9,750,000 
$146,000,000 + 346,000,000 7 $492,000,000 
= $59,500,000 = .121 or 12.1% 
$492, 000,000 
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Funds Management Ratios — 
Turnover Ratios 


m Measures related to cash flow issues 


m Measurements 
@ Inventory turnover 


# Collection period 


Funds Management Ratios — Turnover Ratios 
= Measures related to cash flow issues 


= Measurements 
¢ Inventory turnover 
# Collection period 


ey 
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FUNDS MANAGEMENT RATIOS 


Inventory Turnover 


average inventory 


cost of goods sold 


m™ Average number of times the inventory was 
sold in the period 


365 + inventory turnover 


m= Number of days inventory stays in company 


Inventory Turnover 


Money is tied up in inventory. Companies generally like to hold inventories to the lowest 
reasonable level to allow efficient operations (and have products to provide to customers). 
A company with a high turnover rate needs to be sure it does not lead to shortages and 
dissatisfied customers. 


= Inventory turnover measures the average number of times the inventory 
was sold in the period. 


= Number of days inventory stays in company 


Using the balance sheet and income statement provided, 
calculate the inventory turnover. 


inventory turnover 


Calculate the number of days inventory stays in company. 


365 + __ —_______ days 


Compensation & Benefits Implications 


Manufacturing companies often are concerned with minimizing inventories to the 
lowest practical level. Sometimes incentives are associated with inventory levels. 
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FUNDS MANAGEMENT RATIOS 


Collection Period 


accounts receivable , number of days in the period 
credit sales 


m Measures the average time a company 
takes to collect cash 
m Measures the credit/collection department's 
effectiveness 
average inventory + collection period 
(number of days) 


(number of days) 


m Days from acquiring inventory to getting cash 


Collection Period 
m= Measures the average time a company takes to collect cash 


m= Measures the credit/collection department’s effectiveness 


Using the balance sheet and income statement provided, 
calculate the collection period. 


x 365 = days 
collection period 


Calculate the number of days from acquiring inventory to getting cash. 


+ days 


Compensation & Benefits Implications 


Acquiring inventory and collecting receivables are important cash flow considerations. 
Highly leveraged companies needing consistent cash flow will be concerned about 
these calculations. They can be factors in incentive plans. 
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FUNDS MANAGEMENT RATIOS 


Funds Management 
Ratio Solutions 


m@ Inventory turnover 
@ Ratio: 2.9 times 


@ Inventory in company: 126 days 


™ Collection period 
@ Collection period: 74 days 
@ Inventory to cash: 200 days 


Funds Management Ratio Solutions 


@ Inventory turnover 
# Ratio 
$535,000,000 _ 2.9 times 
$182,500,000 


¢ Inventory in company 


365 = 126 days 
2.9 


= Collection period 
# Collection period 


156,000,000 
365 = 74.2d 74d 
$767,000,000 ~ ays or 74 days 
¢ Inventory to cash 
126 + 74 = 200 days 


In this example the company has an average of 126 days of inventory and 
takes 74 days to collect cash from customers, meaning that money is tied up 
for 200 days (nearly 7 months). 
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Other Performance Measures 


m= Return on net assets (RONA) 

m Total shareholder return (TSR) 

m Economic value added (EVA)* 

m Earnings before interest and taxes (EBIT) 


m Earnings before interest, taxes, depreciation 
and amortization (EBITDA) 


Other Performance Measures 


These are not the only performance measures. Some companies have additional ones, 
or variations on those presented here. 


= Return on net assets (RONA) — Used at a division level and has some similarity to 
ROTC in that it is measuring the return on the net assets being used at the division. 
ROTC is usually only usable at the corporate level. 


= Total shareholder return (TSR) — The return to shareholders over a period of time 
taking into account both share price movement and dividends. Some include company 
money used to buy treasury stock in the TSR number; others do not. 


= Economic value added (EVA)* — Profit minus cost of capital 


= Earnings before interest and taxes (EBIT) — Also called operating income. Noncash 
charges, such as depreciation and amortization, are included. EBIT can be used by 
equity-based companies for incentive-based plans. Employees have no control over 
interest payments and taxes, but can have impact on certain noncash charges, such as 
depreciation and amortization. 


= Earnings before interest, taxes, depreciation and amortization (EBITDA) — Start-up 
or highly leveraged companies might use this as a performance measurement when 
cash flow is the focus and there is an incentive to generate cash. 


Compensation & Benefits Implications 


RONA seldom is used at the corporate level, as ROTC is an available alternative. 
RONA may be based on a theoretical after tax income level at the division level with 
corporate having assigned a tax and a finance rate. 


*EVA® is a registered trademark of Stern Stewart & Co. 
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Review of Financial Measures 


ee 
Current assets 
Cash + Mkt. sec. + Acct receivables 


Debt Ratios 


Total liabilities 
Total shareholders’ equity 


Long-term debt + shareholders’ equity 


es 
Net sales — Cost of goods sold 
Net income 
Net income 


Net income 


Total shareholders’ equity 


Net income +[interest expense x (1 — tax rate)] 


Long-term debt + equity 


Net income 


Average # of shares outstanding 


Funds Management Ratios 


Cost of goods sold 


Average inventory 


spRCOUnIS TEESIVARIE: x Number of days in the period 


Credit sales 
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Class Exercise 5.1 — 
Calculating Financial Measures 


Calculate the following ratios for the MinProf Co. and MaxProf Co. using the statement 
and balance sheet on the following pages. 


Ratio MinProf Co. MaxProf Co. 
Liquidity ratios 
1. Working capital $ $ 
2. Current ratio 


3. Quick ratio 


Debt ratios 
1. Debt to equity % % 
2. Long-term debt ratio % % 


Funds management ratios 
1. Collection period* days days 


2. Inventory turns times times 


Profitability ratios 


1. Gross margin $ $ 

2. Gross margin ratio % % 
3. Return on sales % % 
4. Return on assets % % 
5. Return on equity % % 
6. Return on total capital** % % 
7. Earnings per share $ $ 


* Assume that all sales are on credit. 
** Assume a 40% income tax rate. 


* 
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(blank) 
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Class Exercise 5.1 — 
Calculating Financial Measures 


Balance Sheet 
(as of Dec. 31, 20XX) ($000) 


MinProf Co. MaxProf Co. 
Cash $2,559 $2,335 
Accounts Receivable 2,000 2,000 
Inventories 4,200 4,760 
Total Current Assets 8,759 9,095 
Equipment 6,000 6,000 
Less Accum. 
Depreciation (1,500) (375) 
Net plant, property & equipment 4,500 5,625 
Deferred Tax Debits 120 0 
Total Noncurrent Assets 4,620 5,625 
TOTAL ASSETS $13,379 $14,720 
Accounts Payable 200 200 
Total Current Liabilities 200 200 
Deferred Tax Liabilities 0 330 
Bonds Payable 2010 5,000 5,000 
Total Noncurrent 
Liabilities 5,000 5,330 
TOTAL LIABILITIES $ 5,200 $ 5,530 
Common Stock 
(500 shares) in thousands 7,000 7,000 
Retained Earnings 1,179 2,190 
Total Shareholders’ 
Equity 8,179 9,190 
TOTAL LIABILITIES 
AND EQUITY $13,379 $14,720 
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(blank) 
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Class Exercise 5.1 — 
Calculating Financial Measures 


Income Statement 


(for 12 months) ($000) 
MinProf Co. MaxProf Co. 
Net Sales $21,000 $21,000 
Expenses 
COGS 13,685 13,125 
G&A 3,500 3,500 
Depreciation 1,500 375 
Interest exp. 350 350 
19,035 17,350 
Income before tax 1,965 3,650 
Provision for 
Tax (40%) 786 1,460 
Net Income $1,179 $2,190 
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Classify the 14 measures/ratios into the correct category: 
turnover ratios, debt ratios, liquidity measures and 
profitability measures. 


Given a formula, identify the measure/ratio it calculates 
and define the appropriate use for each. 


Given a balance sheet, income statement, and a list of 
unlabelled equations, calculate each aspect of liquidity 
measures, debt ratios, funds management ratios and 
profitability ratios. 


Describe the purpose of these performance measures: 
RONA, TSR, EVA, EBIT and EBITDA. 
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Module Quiz 


1. Which of the following is a profitability measure? 


Accounts receivables 


A. 
B. 
C. 
D. 
as 
A. 
B. 
C. 
D. 
a: 


Gross margin ratio 

Number of days sales in receivable 
Current ratio 

Long-term debt ratio 


What type of measure or ratio is calculated using the following equation? 


Credit sales 

Profitability measure 
Liquidity measure 

Debt ratio 

Funds management ratio 


Which of the following financial ratios should be used to determine a company’s 


ability to pay its obligations in the near future? 


Financial Measures 


Current assets 
Current liabilities 


Long-term debt 
Long-term debt + shareholders’ equity 


Net income 
Total assets 


Total liabilities 
Total shareholders’ equity 
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x Number of days in period 


Module Quiz ...cont’d 


4. Which performance measure would most likely be used by a start-up company 
where cash is the focus and there is an incentive to generate cash? 


A. 


B. 
C. 
D 


Total shareholder return (TSR) 

Earnings before interest and taxes (EBIT) 

Earnings before interest, taxes, depreciation and amortization (EBITDA) 
Economic value added (EVA)* 


*EVA® is a registered trademark of Stern Stewart & Co. 
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Planning and Financing 
the Business 


ee 
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Module 6 
Planning and Financing the Business 


Introduction 


All companies need cash to operate. When cash is acquired, other than from sales 

or revenue, we call this “financing the business.” There are basically two options for 
companies to obtain money to finance their needs. A company can either borrow money — 
known as debt financing — or raise money from investors — known as equity financing. 


Because there is a cost in financing a business, a company must carefully plan and budget 
to meet its financial needs. Budgeting provides a look into the future and allows a company 
to make critical decisions before actually financing the company or making capital 
expenditures. 


Objectives 


By the conclusion of this module, you will be able to accomplish the following: 
1. Describe the purpose and process of financial planning. 
2. Identify the types of budgets and budgeting methods. 


3. Explain the financial and nonfinancial reasons for investment, 
and describe the methods of evaluation. 


4. Identify and describe the sources of financing. 
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Financial Planning 


m™ Purpose 
@ Map financial direction/ planning 
¢ Determine financial control 


m@ Plan characteristics 


=m Developing financial business plans 
(budgeting) 


m= Evaluation of capital projects 


Financial Planning 
= Purpose 
¢ Map financial direction/planning 
¢ Determine financial control 
= Compare actual to plan 
= Compare forecast to goal or target 
m= Plan characteristics 
= Developing financial business plans (budgeting) 
@ Where are we going and by what route? 


= Evaluation of capital projects 
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FINANCIAL PLANNING 


Typical Planning Process 


Types of 
budgets Strategies 
pe 
Sub unit plans 


Typical Planning Process 
Vision — What does the company want to do and look like? 
Mission — purpose and direction — set objectives 


Situation — Understand the organization’s past, present and future. Includes financial, 
marketing, human resources, management capabilities, trends, etc. What is the 
competitive environment? 


Assessment — Evaluate the organization’s strengths, weaknesses, opportunities and 
threats. This may require redefining the mission. 


Strategies — Means to achieve the objectives. Deciding compensation and benefits 
philosophy is important at this stage. 


Sub unit plans — general and detailed plans to implement the strategy 
Types of budgets — operating, capital and cash flow 


Evaluate and control — Once the year begins, examine actual versus plan. 
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FINANCIAL PLANNING 


Devetoping Business Plans 


External and 
Internal Factors 


Operating Budgets 
= Sales 

= Production 

= Expenses 


Capital Budgets 
= Land 

= Building 

= Equipment 


Budgeted Income 
Statement, 
Balance Sheet 
and Cash Flow 


Financing 
Requirements 
(Debt/Equity) 


Developing Business Plans 
m= External and Internal Factors 
= Operating budgets 

@ Sales 

@ Production 

@ Expenses 
= Capital budgets 

@ Land 

¢ Building 

# Equipment 
= Budgeted income statement, balance sheet and cash flow (pro forma) 


@ Financing requirements (debt/equity) 
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FINANCIAL PLANNING — DEVELOPING BUSINESS PLANS 


Types of Budgets 


m Operating 
= Capital 
m Cash flow 


= Pro forma — income statement 
and balance sheet 


Types of Budgets 


Once operating and capital budgets are prepared, the financial or cash requirements 
are disclosed in the cash budget. Once cash requirements are known, the finance 
department can raise additional cash through debt or equity financing. 


= Operating 
= Capital 
= Cash flow 


= Pro forma — income statement and balance sheet 
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FINANCIAL PLANNING — DEVELOPING BUSINESS PLANS 


Operating Budget Methods 


m Fixed 
# Prior year’s budget or expenditures 
@ Modify for inflation and increased/decreased activity 


@ Flexible 


@ Units 
# Amount per unit 


m Zero-based 
@ Decision packages 
@ Ranking/prioritizing 
¢ Consolidation 
¢ Cut-off point 


Operating Budget Methods 


m Fixed expense budgets start with last year’s budget and adjust for inflation, more activity, 
cost cutting, etc. 


m@ Flexible budgets vary based on units to be produced. 


m= Zero-based budgets start with a blank sheet of paper and every expenditure must be 
justified every year. Activities are prioritized, and (in theory) the lowest priority items are 
removed from the planning. 


# Decision packages 
@ Ranking/prioritizing 
# Consolidation 

¢ Cut-off point 
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FINANCIAL PLANNING — DEVELOPING BUSINESS PLANS 


Capital Budget Methods 


m@ Included 
@ Land 
# Building(s) 
@ Equipment 


m= Capitalization policy 
# Dollar amount 
¢ Useful life (at least one year) 
# Should be used in operation of the business 
¢ Usually is a tangible substance 


Capital Budget Methods 
= Included in capital budgets 
¢ Land 
¢ Building(s) 
@ Equipment 
= Capitalization policy determines expense versus capital items 


Dollar amount may vary from a few hundred dollars to tens of thousands 
depending on the company and industry. Difficult areas may be differentiating 
between maintenance and building enhancements. 


@ Useful life (at least one year) 
# Should be used in operation of the business 
¢ Usually is a tangible substance 
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FINANCIAL PLANNING 


Evaluating Capital Projects 


m@ Financial reasons for investment 
@ Sales enhancement 


# Cost saving 


# Methods of evaluating 
@ Payback time 


@ Net present value 


Evaluating Capital Projects 
= Financial reasons for investment 
@ Sales enhancement 
# Cost saving 
= Methods of evaluating 
@ Payback time 
¢ Net present value 
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FINANCIAL PLANNING — EVALUATING CAPITAL PROJECTS 


Project Analysis 


m Old copier 
@ Requires frequent repairs 


@ Uses expensive paper 


m New copier 
@ Costs $10,000 
¢ Forecasted to last 5 years 
@ Projected savings of $5,000/ year 


Project Analysis 
The HR department wants to purchase a new copier. 
= Old copier 
@ Requires frequent repairs 
@ Uses an expensive type of paper 
m New copier 
# New copier costs $10,000 
¢ Company forecasts the new machine will last five years 


@ Copier will save $5,000 per year (relative to the current machine) due to lower 
repairs and paper costs. 
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FINANCIAL PLANNING — EVALUATING CAPITAL PROJECTS 


Project Analysis ...cont'd 


= Cost of investment $10,000 
# Discount rate = 10% 


Year Cash Inflows Discount Present Value 

1 $5,000 .9091 $4,546 

2 $5,000 .8264 $4,132 

3 $5,000 .1513 $3,757 

4 $5,000 .6830 $3,415 

5 $5,000 .6209 $3,105 
Present value of inflows = $18,955 
Present value of cash outflow = $(10,000) 
Net present value = $ 8,955 


Return on investment 89.6% 
Proposal is approved 


Project Analysis ...cont’d 


m= Net present value method — compares the present value of a project’s future cash 
inflows to the present value of its cash outflows. The project can be considered 
profitable when the cash inflows are greater than the outflows or investment. 


¢ Discount rate — interest rate set by company 


¢ Present value — the value of an amount of money at the present time or at the 
beginning of a specific period, taking into account the time value of money and 
an assumption of a discount rate 


m Payback time method — determines how long it will take to receive enough cash 
inflow from the project to recover the cash outflow or investment in the project 


@ Payback = cash outflow $10,000 
—_—__\_\—————— = —— = 2years 
annual cash inflow $ 5,000 


# Ignores the time value of money 
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FINANCIAL PLANNING — EVALUATING CAPITAL PROJECTS 


Nonfinancial Reasons 


= Morale 

m@ Legal 

m Marketing 
m Union 


m@ Intra-company politics 


LL 


Nonfinancial Reasons 


Sometimes projects based on nonfinancial reasons are more difficult to sell to top 
management, because the payback may be difficult to estimate. 


In some cases there may be little choice as in OSHA and ADA situations. 
= Morale 

= Legal (ADA, for example) 

= Marketing 

= Union 


m= Intra-company politics 
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Financing the Business 


= All companies need money 


m Money is required to produce more money 
@ Pay employees 

Finance benefits plans 

Secure a place to work 


Purchase raw materials 


¢--et.hUc Hh OH 


Cover other costs 


Financing the Business 
Why is it necessary to finance the business? 
= All companies need money 
= Money is required to produce more money 
@ Pay employees 
¢ Finance benefits plans 
@ Secure a place to work 
¢ Purchase raw materials 
@ Cover other costs 
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Financing Sources 
— 
(et — 


Financial | 


Operating 


[ Commercial 
[papers 
Collateralized | 
loans | 
Accounts 
payable 


Financing Sources 


= Long-term 
@ Equity is a source of long-term financing. 


¢ For accounting purposes, long-term debt is due more than one year after the date 
of the balance sheet. 


@ Long-term debt (noncurrent liabilities) usually is used for financing noncurrent 
assets, such as land, plant property and equipment. 
m Leases 
@ There are financial leases and operating leases. 
= Short-term 
Short-term debt (current liabilities) usually is used for short-term cash flow needs 
(working capital). 
Short-term debt is due within one year of the date on the balance sheet. 


@ Types of short-term debt include bank loans, commercial papers, factoring, 
collateralized loans and accounts payable. 
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FINANCING SOURCES 


Long-Term Equity 
(Shareholders’ Equity) 


# Ownership 
™ Expect stock appreciation and dividends 


m™ Types of shareholders’ equity* 
@ Preferred shares 
# Common shares 


# Retained earnings 


Long-Term Equity — Shareholders’ Equity 


Should a company become insolvent, shareholders receive what is left after all 
lenders are paid off. 


= Ownership 

= Expect stock appreciation and dividends 

= Types of shareholders’ equity (aka owners’ equity)* 
@ Preferred shares 
# Common shares 
# Retained earnings 


*Shareholders’ equity is covered in Module 2. 
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FINANCING SOURCES 


Long-Term Debt 


m Sources 
Loans — Mortgages — Bonds 


m Characteristics 

For a period of time 

Rent charge (interest) 
Lender gets no ownership 


“ete & 


Higher priority in bankruptcy or 
liquidation than equity 
@ Less risk than equity 


@ Usually fixed rate of return, 
guaranteed by company 


Long-Term Debt 


= Sources of long-term debt 


4 


4 


4 


Loans may have a number of different repayment provisions, such as: periodic 
payments of principal and interest (as a home mortgage); current payment of 
interest and a specified date when the entire principal is due; and accumulation 
of interest costs so at a specified date all principal and compounded interest 
must be paid. 


In a small company, the bank or other lender may require a personal guarantee 
from the owner(s). Some loans are not secured by specific property. 


Mortgages relate to a specific piece of property, such as machinery or plants or 
buildings. 
Bonds are a debt instrument issued by the organization. 


= Characteristics of long-term debt 


4 


“et e+ e+ Oo 


For a period of time 

Rent charge (interest) 

Lender gets no ownership 

Higher priority in bankruptcy or liquidation than equity 
Less risk than equity 

Usually fixed rate of return, guaranteed by company 
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FINANCING SOURCES — LONG-TERM DEBT 


Bond Debt 


m Types 
@ Interest paid 
= Debenture 
= Convertible 


# No interest paid currently 
(zero coupon, Series E savings bonds) 


# Term (fixed at 5, 10 or 15 years) 


m Discounts and premiums on bonds 


Bond Debt 


= Types 
¢ Interest paid 


= Debentures are the most common types of bonds; they are based on the full 
faith and credit of the company and not backed by specific assets. 


= Convertible bonds may be converted into common shares at specified prices 
and at specified times at the option of the bond owner. This added feature 
enables the company to issue the bond at a lower interest rate than would 
otherwise prevail. 
¢ No interest paid currently 
= Zero coupon bonds are sold below redemption value and at a specified date 
the redemption value is paid to the holder. 
= Series E savings bonds 
@ Term (fixed at 5, 10 or 15 years) 


= Discounts and premiums on bonds 


= When the stated interest rate on a bond is higher than the current rate for 
comparably rated bonds, the bond usually will sell at a premium over the stated 
interest rate. A discount usually applies if the reverse is true. 
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FINANCING SOURCES — LONG-TERM DEBT 


Risk and Return 


= Debt 
@ Usually fixed rate of return, guaranteed by company 
@ Less risk than equity 
¢ Bond prices depend on credit rating and interest rates 
@ Generally cheaper than equity 


m Equity 
@ Variable rate of return 


@ More risk than holding debt 
@ Potentially higher return 


Risk and Return 

= Debt 
@ Usually fixed rate of return, guaranteed by company 
@ Less risk than equity 


¢ The prices of bonds move up or down depending on what happens to the 
company’s credit rating and what prevailing interest rates are. 


¢ Usually considered to be cheaper than equity, as shareholders demand a 
higher return than bond holders. 


m Equity 


¢ Variable rate of return — The price of stocks varies based on the company’s 
results and on its prospects for the future. Stock prices usually are much more 
volatile than bond prices. Preferred shares usually are more volatile than bonds, 
but less volatile than common shares. 


More risk than holding debt 
¢ Potentially higher return 
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FINANCING SOURCES 


Leases as a Source of Financing 


m™ Financial (capital) lease 
Ownership transfer 
Bargain purchase price 


4 
@ Lease term — 75% or more useful life 
4 


Present value lease payments — 
90% or more of the purchase price 


m Operating lease (expense) 
¢@ Those not classified as financial lease 
@ Short-term investment 


Leases as a Source of Financing 


Leases provide the use of assets to a company without the full cash outlay of the price 
of the assets. 


= A financial (capital) lease is, in effect, like buying something on time. If any of the 
four criteria is met, the accounting treatment is the same as a purchase of an asset 
with a liability for the future payments. 


@ Ownership transfer 

¢ Bargain purchase price 

@ Lease term — 75% or more useful life 

¢ Present value lease payments — 90% or more of the purchase price 


= In an operating lease the payments are treated as expenses and the asset is not 
shown on the company’s books. 


@ Those not classified as financial lease 
¢@ Short-term investment 
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FINANCING SOURCES 


Short-Term 


m@ Bank loan 
= Commercial paper 
m Factoring 
=™ Collateralized loans 


m Accounts payable 


Short-Term 


= Bank loan 
@ Note 
Line of credit: money on demand. An arrangement made with a bank so a company 
may draw up to a specified amount of money at will. Some cost associated with 
obtaining the line of credit. 
= Commercial paper 
@ Very short term 
@ An option for only highly creditworthy companies 
# Unsecured 


= Factoring 
# A process whereby a company sells its receivables or inventory to a factoring 
company in order to obtain immediate cash. The factoring company pays a price 
that enables it to make a profit on the receivables or the inventories it purchases. 
= Collateralized loans 
@ Instead of selling its receivables or inventories, a company may obtain a loan with 
these as the collateral. 
= Accounts payable 


# Ifa company delays payment of its bills it will temporarily preserve the current cash 
balance. The risks relate to its credit rating and to the willingness of the suppliers to 
wait for their money. 


@ Risks if overdone 


T2 = 6.20 


© WorldatWork. All rights reserved. 


Can You? 


m Describe the purpose and process of 
financial planning. 


m Identify the types of budgets and 
budgeting methods. 


m Explain the financial and nonfinancial 
reasons for investment, and describe 
the methods of evaluation. 


m Identify and describe the sources of financing. 
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Module Quiz 


1. When a company begins the planning process, what should be considered first? 
A. Assessment 
B. Vision 
C. Situation 
D. Mission 


2. Which of the following are examples of zero-based budgets and fixed expense 
budgets? 


A. Cash flow budgets 
B. Capital budgets 

C. Operating budgets 
D. Personnel budgets 


3. How should a company evaluate a capital project investment? 
A. Payback time 
B. Discount rate 
C. Future value 
D. Sales enhancement 


4. Which of the following is a source of long-term financing? 
A. Factoring 
B. Commercial paper 
C. Accounts payable 
D. Mortgages 
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The Strategic 
Partnership 


Human Resources 
and Finance 


ee 
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Module 7 


The Strategic Partnership — 
Human Resources and Finance 


Introduction 


The human resources department must work closely with the accounting and finance 
departments. Compensation and benefits are a significant cost to a company and, when 
possible, every effort must be made to control these costs. The human resources 
department can assist the finance department by designing plans that are cost effective 
and providing the company with appropriate incentive plans and tax effective programs. 


Compensation and benefits costs need to be accounted for properly. Where an employee 
works and the type of work performed could affect one or more of the four financial 
statements. Communication with the accounting department is critical to properly account 
for, plan and finance the company’s compensation and benefits programs. 


Objectives 


By the conclusion of this module, you will be able to accomplish the following: 
1. Identify the types of budgets that can affect a company’s bottom line. 
2. Explain the tax and accounting implications of current and deferred bonuses. 


3. Identify and describe the accounting treatment and financial considerations for 
mandatory benefits and welfare benefits. 


4. \dentify and describe the accounting treatment and financial considerations for 
retirement plans. 


5. Identify the internal and external individuals/agencies that human resources 
professionals will need to communicate with and explain the issues that will need to be 
communicated. 


T2087.2 


© WorldatWork. All rights reserved. 


Human Resources and Finance 
The Strategic Partnership 


m Budget process 


m Budgetary issues 

Audit of budget versus expenses 
Allocation of cost to business units 
Compensation programs 

Payroll 

Health and welfare benefits 


Retirement programs 


eee Oe oe oe SO 


Communications 


Human Resources and Finance — The Strategic Partnership 


= Budget process — The human resources department has responsibility for managing 
the human capital budget, which includes compensation and benefits. Although HR may 
have the responsibility for managing, decisions need to be made jointly with the finance 
department. Each decision has a direct effect on the bottom line. Thus, both sides must 
sit at the table to evaluate the budget. 


= Budgetary issues 
@ Audit of budget versus actual expenses 
¢ Allocation of cost to business units 
# Compensation programs 
= Merit and salary budgets 
a Incentive plan designs and payouts 
Payroll 
Health and welfare benefits 
Retirement 


oe fe 6 


Communications 


Note: Remove the following pull-out page to be used during the remainder of the module. 
This is an example of a budget an HR professional might receive and need to understand. 
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(blank) 
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Recording Compensation 
and Benefits Costs 


Type Where shown How expensed 


Factory direct labor 
Costs related to : 
capital projects Capital asset 
Other compensation 
and benefits costs — 


Recording Compensation and Benefits Costs 
Compensation and benefits costs are recorded in three different places. 
= Factory direct labor 

@ Inventory cost 


@ Shown on balance sheet as a current asset. As inventory is sold, 
it is shown on income statement as cost of goods sold. 


= Costs related to capital projects 
@ Capital asset to be depreciated 


# Noncurrent asset shown on balance sheet and depreciation expense 
shown on income statement 


= Other compensation and benefits costs 
# Selling, general and administrative 
@ Shown on income statement 
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Wages and Salaries 


m@ Merit budgets 


m@ Salary budgets 


Wages and Salaries 


Compensation and benefits costs normally are recorded as an expense by the company 
when the services of the employees are performed. They are a tax-deductible expense 
(either current or deferred) for the company. Many benefits are not taxable to the employee. 


= Merit budgets — Deal with rate of pay to employees. HR makes the determination of 
how much each employee is paid based on internal/external factors. Merit budgets can 
be prepared using either a simple or weighted average approach. 


m= Salary budgets — Monies paid to employees through the payroll process. Finance 
accounts for the actual wages paid to employees and monitors the comparison of actual 
paid to budget. 
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Incentive Pay 


™ Based on financial and nonfinancial 
results of the company 


m™ Safe harbor: bonuses paid after 
year end (2% months tax implications) 


m Deferred compensation 


Incentive Pay 
= Based on financial and nonfinancial results of the company 


= An IRS safe harbor allows companies to pay bonuses within two and a half 
months after the close of the fiscal year. The bonuses are a tax deduction for 
the year in which the bonuses were earned. 


= Deferred compensation in a plan not “qualified” by the Internal Revenue Code (IRC), 
is an expense for the shareholder books when the services are performed, but is not a 
tax deductible expense for the company until it’s paid to the employee. 
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Benefits Costs 


Other 
Benefits 


Welfare 
Benefits Mandatory |_ Ds 
Benefits 


Benefits Costs 


Benefits Costs 
= Mandatory benefits 
@ Social Security 
@ Medicare 
@ Unemployment 
@ Workers’ compensation 
¢ Disability insurance (required by some states) 
= Typical welfare benefits 
@ Health insurance 
# Dental insurance 
@ Life and LTD 
= Typical retirement plans 
@ Defined benefit 
# Defined contribution 
= Other benefits 
@ Work-life benefits 
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Mandatory Benefits 


m Federal Insurance Contribution Act (FICA) 
@ Retirement 
# Medicare 


m Unemployment compensation 


m™ Federal Unemployment Insurance Tax Act 
(FUTA) 


m= Workers’ compensation 


Mandatory Benefits 
The following are mandatory benefits required by federal and/or state legislation: 


= Federal Insurance Contribution Act (FICA) wages 
@ Retirement 
= Paid by both employer and employee 
= Percent up to a maximum annual amount 
@ Medicare 
= Paid by both employer and employee 
= Percent of total pay, with no limit 
= Unemployment compensation 
# State level compensation paid to unemployed workers 
@ May be self insured or fully insured 
@ Formula driven 
m= Federal Unemployment Insurance Tax Act (FUTA) 
@ Intended to pay for programs to help unemployed workers 
@ Formula driven 
= Workers’ compensation 


# Compensation paid to employees who have been injured in the course and 
scope of their employment 


@ Formula driven 
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Welfare Benefits 


m Welfare plans 
@ Self insured vs. fully insured 
Stop loss insurance 


4 

# Claims payment method 

@ Claim reserve levels 

# Plan design issues 

m= Post-employment benefits (FAS 106) 
@ Must be recorded during working period 


@ Balance sheet liabilities 


Welfare Benefits 


= Welfare plans 


4 


4 


4 


Self insured — company financially responsible for claims incurred; 
normally claims processed by a third-party administrator 


Fully insured — risk transferred to insurance carrier; employer pays premium 
to insurance carrier and carrier pays claims 


Stop loss insurance — covers catastrophic claims 
Claims payment method — can affect the cash flow of a company 


Claim reserve levels — amount set aside for claims incurred but not paid, 
can affect financial statements 


Plan design issues — adding or deleting a provision of the plan will have a 
cost impact 


= Post-employment benefits (FAS 106) 


¢ 


4 


4 


Must be recorded as expenses during the period the employees work, 
not when the benefits are actually paid after retirement based on FAS 106. 


Balance sheet liabilities — shown on the company balance sheet as a liability 
(FAS 158) 


Note: The IRC does not allow a tax deduction for this expense until payment is 
made in the future. 
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Retirement Plans 


@ Qualified plans 
@ Defined benefit 
@ Defined contribution 


@ Nonqualified plans 
# Excess plans 
¢ Offset plans 


# Deferred compensation 


Retirement Plans 


= Qualified plans 


# Qualified plans receive favorable tax treatment under the IRC, despite the fact 
that employees do not receive current taxable income. Examples are: 


= Defined benefit 
= Defined contribution 


¢ Trust assets for qualified defined contribution and defined benefit plans do not 
appear on the company’s balance sheet. Each plan has its own balance sheet. 


= Nonqualified plans do not receive a company tax deduction until the employee 
receives the money and pays taxes on it. Examples are: 


¢ Excess plans 
¢ Offset plans 
¢ Deferred compensation 
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RETIREMENT PLANS 


Defined Benefit Plans 


@ Actuarial methodologies 
m Assumptions 
m Trust assets 


= Governmental filings 


Defined Benefit Plans 
These plans specify a determined benefit based on specific factors. 


= Actuarial methodologies 


# For reporting to shareholders a specific actuarial methodology as required by 
FAS 87 


= Assumptions 
# Companies may use different assumptions for factors such as salary increases, 
earnings, turnover, etc. 
= Trust assets 
@ Need to be managed 
¢ Certain restrictions on investments 
@ Not shown on company balance sheet unless overfunded or underfunded 


= Governmental filings 
@ Need to be completed yearly showing financial gains and losses 
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RETIREMENT PLANS 


Defined Contribution Plans 


@ Individual accounts 
@ Investment funds 
= Employer match 


m@ Administration 


| 


Defined Contribution Plans 


@ Individual accounts 


@ Defined by the Employee Retirement Income Security Act of 1974 (ERISA) and the 
IRC as a plan that provides for future income from an individual account for each 
participant with benefits based solely on the amount contributed to the participant’s 
account plus any income, expenses, gains and losses, and forfeitures of accounts of 
other participants that may be allocated to the participant’s account. 


# The benefit amount to be received by the participant at retirement is unknown until 
retirement. 
= Investment funds 
¢ At least three funds need to be selected and monitored for performance. 
@ Employer needs to provide education on funds. 
= Employer match 
@ May be designed based on the financial performance of the organization 
= Administration 
@ Simple and easy 


# Funds must be deposited by the 15th business day following the month in which the 
employee contribution is received or withheld. 
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RETIREMENT PLANS 


Nonqualified Plans 


m Purpose 


m Tax implications 


m Unfunded liability 


Nonqualified Plans 


Plans that provide benefits in excess of those possible within qualified plans, or otherwise 
do not meet Internal Revenue Service requirements, and therefore do not qualify for current 
favorable tax treatment for the company. 


= Purpose — provide additional retirement benefits most often for executive-level 
employees 


@ Above qualified plan limitations 
@ Beyond plan provisions 
@ May relate to either defined benefit or defined contribution plans 
= Tax implications 
@ Do not qualify under tax laws for a current tax deduction for the organization 


# Company records the costs during the period of the employee service, receives a 
tax deduction when money is paid to the employee 


m= Unfunded liability 
@ No security for participants 
@ Monies may be held in rabbi trust or paid from general assets of company. 


@ Monies available to creditors in case of bankruptcy 
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Communication 


# Internal communications 
@ What 


@ To whom 


m External communications 
@ What 


@ To whom 


Communication 


Human resources must communicate with many different parties regarding 
accounting and finance issues. For example: 
mg Internal communications 
@ What 
= Approval of programs 
= Compensation and incentive plan payouts 
= Funding issues 
¢ To whom 
a CEO 
= Finance 
a Employees 
= External communications 
@ What 
= Audit of plans 


Plan design changes 
= Governmental reporting m= Issues management 
= Valuation of plans 


¢ To whom 
= Auditors = Department of Labor 
= Actuaries = State agencies 
m Insurance brokers a Legal counsel 
# IRS 
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Can You? 


Identify the types of budgets that can affect a company’s 
bottom line. 


m Explain the tax and accounting implications of current and 
deferred bonuses. 


m Identify and describe the accounting treatment and financial 
considerations for mandatory benefits and welfare benefits. 


m Identify and describe the accounting treatment and financial 
considerations for retirement plans. 


m Identify the internal and external individuals/agencies that 
human resources professionals will need to communicate with 
and explain the issues that will need to be communicated. 
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Module Quiz 


1. Which budget deals with the rate of pay to employees and requires HR to determine 
how much each employee is paid based on legal considerations? 


A. Merit budget 

B. Operating budget 

C. Capital budget 

D. Salary budget 

2. Which statement most accurately describes an IRS “safe harbor” that applies to 
bonuses? 

A. Bonuses paid after the close of a company’s fiscal year are deductible for that 
fiscal year as long as they do not discriminate in favor of highly compensated 
employees. 

B. Bonuses paid exceeding 12% of a company’s net income are a tax deduction in 
the year they were paid. 

C. Bonuses paid exceeding 12% of a company’s net income may not receive a tax 
deduction. 

D. Bonuses paid within two and a half months after the close of the fiscal year are a 
tax deduction for the year in which they were earned. 

3. Which of the following mandatory benefits must employers and employees pay? 

A. Unemployment compensation 

B. Workers’ compensation 

C. FUTA 

D. FICA 

4. Which type of retirement plan does not result in an immediate tax deduction for the 
organization? 

A. Defined contribution plan 

B. Defined benefit plan 

C. Nonqualified plan 

D. 401(k) deferred tax plan 

5. With whom should HR communicate regarding incentive plan payouts? 

A. Actuaries 

B. Finance department 

C. Insurance brokers 

D. Legal counsel 
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(blank) 
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Accounting Alternatives 
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Group Discussion 


Accounting Alternatives 


Introduction 


Generally accepted accounting principles (GAAP) allow flexibility in a number of optional 
accounting methods. The methods used and the timing of the decisions made can 
substantially affect the financial statements of a company. The design of compensation 
and benefits plans uses financial data to determine bonuses, profit-sharing, etc. Since 
organizations strive to reward employees for performance and profitability, it is essential 
that human resources professionals understand the flexibility in accounting methods and 
the effect of compensation and benefits plan design on company financial results. 


The goal of this module is to facilitate a discussion on accounting flexibility and how this 
flexibility can considerably change an outsider’s perspective of the company’s financial 
standing. The discussion presents two companies with identical financials and inventory, 
but very different profit objectives. The companies use different methods to value their 
inventory and report asset depreciation. These variances have a major effect on the 
companies’ income statements and balance sheets. As you work through the discussion, 
consider the accounting flexibility each company has and the effect of this flexibility on 
financial reports. 
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MaxProf Co. vs. MinProf Co. 


m Raises $7 million through 
stock offerings. 


m Sells $5 million face value of 
long-term bonds due in 2010 


m™ Buys equipment for $6 million with 
no salvage value and estimated life 
of eight years. 


MaxProf Co. vs. MinProf Co. 


MaxProf Company and the MinProf Company each raises $7 million through stock 
offerings. Additionally, each company sells $5 million face value of long-term bonds due in 
2010. Each company buys equipment for $6 million with no salvage value and estimated 
useful life of eight years. 
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Inventory 


Date # of Units | Cost per Unit | Total Cost 
Jan. 1 85,000 $60 $5,100,000 
May 1 95,000 $63 $5,985,000 


Sept.1 | 100,000 $6,800,000 
280,000 | | $17,885,000 


m 210,000 units sold 
m $3,500,000 G&A 
m $350,000 interest expenses 


Inventory 


The companies have identical inventories. Each company sells 210,000 units at an 
average price of $100 for total sales of $21,000,000. Also, each has G & A expenses of 
$3,500,000 and interest expense of $350,000. 


Using LIFO, what is the value of the ending inventory? 


Using FIFO, what is the value of the ending inventory? 
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Profit Objective 


MinProf Co. MaxProf Co. 


Sales $$ $$ 
Expenses ‘i 1 
Net profit (loss) 1) 4} 


m As expenses go up, profits go down 


m As expenses go down, profits go up 


How do the profit objectives of each company differ? 
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Differences in Inventory Accounting 
(Cost of Goods Sold) 


$17,885,000 Goods available $17,885,000 
- minus - 
(280,000 — 210,000) Ending inventory (280,000 — 210,000) 
x 60 = $4,200,000 x 68 = $4,760,000 
= Equals = 


$17,885,000 (GAS) Costs of goods sold $17,885,000 (GAS) 
— 4,200,000 (El) — 4,760,000 (El) 
= $13,685,000 (COGS) = $13,125,000 (COGS) 


Differences in Inventory Accounting (Cost of Goods Sold) 


Tax rules require use of the same inventory method for taxes and financial reporting. 
MaxProf Co. foregoes tax savings to get higher income to report to shareholders. 


What outcome does the inventory valuation method have 


on each company’s income statement? 
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Differences in Depreciation 


m MinProf Co. maximizes depreciation by using the 
double-declining balance method (the most accelerated 
method) and takes a full year’s depreciation. 


$6,000,000 x 2/8 = $1,500,000 


= MaxProf Co. minimizes depreciation by using the 
straight-line method and, as the equipment was 
assumed to be purchased at midyear, takes only one- 
half year’s depreciation. (In subsequent years they will 
have to take a full year’s depreciation each year.) 


($6,000,000 x 1/8) / 2 = $375,000 


Differences in Depreciation 


For shareholder purposes, a company can use any one of several depreciation methods; 
for tax purposes, the company must use the Modified Accelerated Cost Recovery System 
(MACRS) specified in the Internal Revenue Code (IRC). It is about half way between 
double-declining balance and straight-line. 


MaxProf Co’s use of partial year depreciation in the year of purchase of the assets is known 
as the “half-year convention.” 


After the eight-year expected useful life of the assets, 


what will be the cumulative depreciation at each company? 
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Income Statement (for 12 months) 
($000) 
MinProf Co. MaxProf Co. 
Net Sales $21,000 $21,000 
Expenses 
COGS 13,685 13,125 
G&A 3,500 3,500 
Depreciation 1,500 375 
Interest exp. 350 350 
19,035 17,350 
Income before tax 1,965 3,650 
Provision for tax (40%) 786 1,460 
Net Income $ 1,179 $ 2,190 
EPS* $2.36 $4.38 
* Based on 500,000 shares outstanding 


Income Statement 


Both statements are in conformance with GAAP, yet they yield very different results. 


The statements are very different. 


How would they be viewed by outside auditors? 
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What Happens to Taxation 


m Assume 40% federal plus state tax rate 


m Results in deferred tax credits or debits 


($000) 
MinProf Co. MaxProf Co. 
$906.0 $1,130.0 


Income tax payable 
on tax return 


0.0 + Deferred tax credits 330.0 
120.0 — Deferred tax debits 0.0 
$786.0 = Provision for income tax $1,460.0 


What depreciation method must be used by both companies 


for tax purposes? 


T2 = GD.9 


© WorldatWork. All rights reserved. 


Differences in Cash Flows 
Operating Activities 


($000) 
MinProf Co. 
Net sales collected $ 19,000 
Purchase of inventory ( 17,885) 
Cash expenses ( 3,650) 
Taxes paid (906) 
Total (22,441) 
Balance $ (3,441) 
MaxProf Co. 
Net sales collected $19,000 
Purchase of inventory ( 17,885) 
Cash expenses ( 3,650) 
Taxes paid (_ 1,130) 
Total (22,665) 
Balance $ (3,665) 


Why does MinProf show a better cash flow? 
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Balance Sheet 
(as of Dec. 31, 20XX) 


($000) 
MinProf Co. MaxProf Co. 
Cash $2,559 $2,335 
Accounts Receivable 2,000 2,000 
Inventories 4,200 4,760 
Total Current Assets 8,759 9,095 
Equipment 6,000 6,000 
Less Accum. Depreciation (1,500) (375) 
Depreciated Assets 4,500 5,625 
Deferred Tax Debits 120 0 
Total Noncurrent Assets 4,620 5,625 
TOTAL ASSETS $13,379 $14,720 
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Balance Sheet 
(as of Dec. 31, 20XX) 


($000) 

MinProf Co. | MaxProf Co. 

Accounts Payable $ 200 $ 200 
Total Current Liabilities 200 200 
Deferred Tax Liabilities 0 330 
Bonds Payable 2010 5,000 5,000 
Total Noncurrent Liabilities 5,000 5,330 
TOTAL LIABILITIES 5,200 5,530 
Common Stock (500,000 shares) 7,000 7,000 
Retained Earnings 1,179 2,190 
Total Shareholders’ Equity 8,179 9,190 
TOTAL LIABILITIES & EQUITY $13,379 $14,720 
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Other Possible Differences 


Allowance for doubtful accounts 
(reserve for bad debts) 


= Write-offs of obsolete equipment or inventory 


Accounting for defined benefit pension plans 


Accounting for stock issued to employees 
[FAS 123(R)] 


Other Possible Differences 


Discuss the following questions as a group to become more familiar with 
other possible accounting differences. 


Ay 


On what basis should allowances for doubtful accounts be determined? 


2. What flexibilities do companies have when reporting write-offs? 
a 
4 


What flexibilities exist when reporting defined benefit pension plans? 


. What flexibilities exist when reporting stock issued to employees? 
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(blank) 
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Module 7 
1. A 
2. OD 
3. OD 
4. C 
5. -B 


Class Exercise 2.1 Answers 


1. Classify each of the accounts below as follows: 
CA = current assets 
NCA = noncurrent assets 


Accounts payable 
Accounts receivable 
Accrued expenses and liabilities 


Accumulated depreciation 


Common stock (additional paid-in capital) 


Allowance for doubtful accounts 
Buildings 

Cash 

Common stock (par value) 
Bonds (12.5%) payable 2010 
Furniture, fixtures, etc. 

Income taxes payable (this year) 
Goodwill (net) 

Inventories 

Land 

Leasehold improvements 
Machinery 

Marketable securities 

Notes payable this year 

Other current liabilities 

Other noncurrent debt 

Prepaid expenses 

Retained earnings 


Treasury stock 
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CL = current liabilities 
NCL = noncurrent liabilities 
E = equity 
$ 60,000 


159,000 
30,000 


(125,000) 


26,000 
(3,000) 
125,000 
20,000 
75,000 
130,000 
45,000 
17,000 
2,000 
180,000 
30,000 
15,000 
200,000 
40,000 
51,000 
12,000 
46,000 
4,000 
250,000 
(5,000) 


CLASS EXERCISE 2.1 ANSWERS 


z. 


For the year ended Dec. 31, 2xxx 


ASSETS 

Current 

Cash 

Marketable securities 
Inventories 


Accounts receivable (less allowance for doubtful accounts) 


Prepaid expenses 
Total current assets 


Noncurrent 

Land 

Buildings 

Furniture, fixtures 

Machine 

Leasehold improvements 

Less: accumulated depreciation 

Goodwill 
Total noncurrent assets 
Total assets 


LIABILITIES 
Current 
Accounts payable 
Accrued expenses and liabilities 
Income tax payable this year 
Notes payable this year 
Other current liabilities 
Total current liabilities 


Noncurrent 

Bonds due 2010 

Other long-term debt 
Total noncurrent liabilities 
Total liabilities 


STOCKHOLDERS’ EQUITY 
Common stock (par value 


BALANCE SHEET 


Common stock (add'l paid-in-capital) 


Retained earnings 

Less: treasury stock 
Total stockholders’ equity 
Total liabilities and equity 
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($000) 


20,000 
40,000 
180,000 
156,000 
4 O00 
400,000 


0.000 
125.000 
15.000 
00.000 
15.000 
125.000 
000 
262,000 
662,000 


60,000 
30,000 
17,000 
51,000 
OOO 
170,000 


130,000 

16,000 
146.000 
316,000 


000 
6.000 
0.000 
5.000 

346,000 
662,000 


Supplemental Exercise 1 — 
Prepare A Balance Sheet 


With the information below, prepare a balance sheet. Identify any missing elements. 


Balance Sheet Items 


Cash 300 
Inventory 200 
Prepaid expense 100 
Total noncurrent assets 900 
Total liabilities and equity 1,700 
Total current liability 300 
Total equity 800 
Common stock 500 
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Supplemental Exercise 1 Answers 


Cash 
Inventory 
Prepaid expense 


Accounts receivable/ 
marketable securities 


Total current assets 
Total noncurrent assets 


Total assets 


300 
+ 200 
+ 100 


+ 200 
= 800 

900 
1,700 


Total current liability 
Total noncurrent liabilities 
Total liabilities 

Common stock 

Retained earnings 

Total equity 

Total liabilities and equity 
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300 
+ 600 
= 900 
+ 500 

300 

800 
1,700 


Sample — Typical Manufacturing Company 


Consolidated Balance Sheet 


Year ended Dec. 31 (Dollars in thousands) Current Previous 
ASSETS 
Current assets 
Cash $20,000 $15,000 
Marketable securities at cost which 40,000 32,000 


approximate market value 


Accounts receivable — less allowance 
for doubtful accounts: 


Current year $3,000: previous year $2,375 156,000 145,000 
Inventories 180,000 185,000 
Prepaid expenses and other current assets 4,000 3,000 
Total current assets $400,000 $380,000 


Noncurrent assets 


Property plant and equipment 


Land $30,000 $30,000 

Buildings 125,000 118,500 

Machinery 200,000 171,100 

Leasehold improvements 15,000 15,000 

Furniture, fixtures, etc. 15,000 12,000 
Total property plant and equipment $385,000 $346,600 
Less accumulated depreciation (125,000) (97,000) 

Net property, plant and equipment $260,000 $249,600 
Intangibles (goodwill, patents) net 2,000 2,000 
Total noncurrent assets $262,000 $251,600 
Total assets $662,000 $631,600 
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Sample — Typical Manufacturing Company 


Consolidated Balance Sheet 


Year ended Dec. 31 (Dollars in thousands) 


LIABILITIES 

Current liabilities 
Accounts payable 
Notes payable 
Accrued expenses 
Income taxes payable 
Other liabilities 


Total current liabilities 


Noncurrent liabilities 
12.5% debentures payable 2010 
Other long-term debt 

Total noncurrent liabilities 


Total liabilities 


SHAREHOLDERS’ EQUITY 


Common stock $5.00 par value, 
authorized 20,000,000 shares, 

issued — current year: 15,000,000 shares, 
previous year: 14,500,000 shares 


Common stock (additional paid-in capital) 
Retained earnings 


Less: Treasury stock 


(current year: 100,000 shrs; previous year: 100,000 shrs) 


Total shareholders’ equity 


Total liabilities and shareholders’ equity 
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Current 


$60,000 
51,000 
30,000 
17,000 
12,000 


$170,000 


$130,000 
16,000 


$146,000 


$316,000 


$75,000 
26,000 
250,000 


(5,000) 
$346,000 
$662,000 


Previous 


$57,000 
61,000 
36,000 
15,000 
12,000 


$181,000 


$130,000 
15,000 


$145,000 


$326,000 


$72,500 
19,500 
218,600 


(5,000) 


$305,600 
$631,600 


Depreciation Methods 


Units of Production Method 


= Allocates the cost of the asset based on usage 


m= Units of production calculation 


Facts 
Asset cost = $10,000 


Estimated salvage value = $500 
Estimated productive capacity = 9,500 units 
Number of units produced in year 1 = 2,000 


Calculation 

Cost 

Less: Estimated salvage value 
Depreciable value 

Divided by 

Productivity capacity 
Depreciation expense per unit 


Multiplied by 
Number of units produced (yr 1) 


Depreciation expense (yr 1) 


$10,000 
(500) 
$9,500 


9,500 units 
$1.00 


2,000 
$2,000 
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DEPRECIATION METHODS 


Sum-of-the-Year’s-Digits Method 


= Not as accelerated as the double-declining balance method 
mw SYD calculation 


Facts 

Asset cost = $10,000 

Estimated salvage value = $500 

Estimated useful life = 4 years 

Sum of the year's digits = 4+3+2+1=10 


Depreciation expense 


Yr1 = 4/10 = 40% 
ME2 = 3/10 = 30% 
Y¥r3 = 2/10 = 20% 
Yr4 = 1/10 = _ 10% 

100% 
Calculation 
Cost: $10,000 
Less: Estimated salvage value (500) 
Depreciable value 9,500 

Expense Book Value 

Depreciation expense Yr 1 (9,500 x 0.40) _ 3,800 6,200 
Depreciation expense Yr 2 (9,500 x 0.30) _ 2,850 3,350 
Depreciation expense Yr 3 (9,500 x 0.20) 1,900 1,450 
Depreciation expense Yr 4 (9,500 x 0.10) 950 500 
Balance after 4 years = salvage value 500 
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Supplemental Exercise 2 — 
Straight-Line Depreciation 


The production department purchased a new machine on Jan. 1 this year. The purchase 
price was $150,000. The company paid an additional $20,000 for installation. It is 
expected to last for 10 years and have an estimated value (at the end of the 10th year) 
of $15,000. 


What is the depreciation expense recorded this year using the straight-line method of 
depreciation? 
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Supplemental Exercise 2 Answers 


Purchase price $150,000 
Installation cost 20,000 
Total $170,000 
Less salvage value 15,000 
To be depreciated $155,000 


Straight-line at 10 years = 155,000 / 10 = $15,500 per year 
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Supplemental Exercise 3 — Calculating 
Double-Declining Depreciation 


The sales department purchased new automobiles for the sales managers this year. Each 
automobile costs $20,000 and is expected to last four years. The expected salvage value 
at the end of the fourth year is $2,000. 


What is the depreciation expense for each year for each automobile using the double- 
declining balance method depreciation? 


|| Yeart | Year2 | Year3 | 
Beginning Value howe 


Minus 
Depreciation (__%) 


Ending Value 
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Supplemental Exercise 3 Answers 


Purchase price $20,000 
Estimated useful life 4 years 
Estimated 4-year value $2,000 


Year 1 
20,000 | 10,000 5,000 2,500 


Minus 


10,000 5,000 2,500 2,000 


T2 = APP.14 


© WorldatWork. All rights reserved. 


Class Exercise 3.1 Answers 
Worksheet 


Typical Manufacturing Company Consolidated Income Statement 
For the previous year ending Dec. 31, 2xxx 


($000) 
Net sales $ 767,000 
Cost of goods sold 535,000 
Gross margin $ 232,000 


Operating expenses 


Depreciation, amortization, impairment 28,000 
Selling, general and administrative expense 96,804 
Total operating expenses $ 124,804 


Operating income $ 107,196 


Other income (expense) 
Dividends and interest income 5,250 
Interest expense (16,250) 
Total other income and expense $ (11,000 


Income before income taxes and extraordinary items |$ 96,196 
Income taxes 41,446 
Income before extraordinary items $ 54,750 
Extraordinary item $ (5,000) 


Net income $ 49,750 


Earnings per share A 


(o) 
De) 


Gross margin ratio 3 


A 
wo 
oO 


Return on sales 6.5% 
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Sample — Typical Manufacturing Company 


Consolidated Income Statement 


Year ended Dec. 31 Current Previous 
Dollars in Thousands Except Per Share Items 
Net sales $767,000 $725,000 
Less: Cost of goods sold 535,000 517,000 
Gross margin $232,000 $208,000 
Operating expenses 
Depreciation and amortization 28,000 25,000 
Selling, general and administrative expense 96,804 109,500 
Total operating expenses 124,804 134,500 
Operating income $107,196 $73,500 
Other income or expense 
Dividends and interest income 5,250 9,500 
Interest expense (16,250) (16,250) 
Total other income and expense (11,000) (6,750) 
Income before income taxes 
and extraordinary items $96,196 $66,750 
Income taxes 41,446 26,250 
Income after tax/before extraordinary items $54,750 $40,500 
Extraordinary item: loss of assets due to 
volcanic eruption net of income tax benefit of $750 (5,000) — 
Net income $49,750 $40,500 
Average common shares outstanding (in thousands) 14,650 14,400 
Earnings per common share before extraordinary loss $3.74 $2.81 
Earnings per share — extraordinary loss (.34) — 
Net income (per common share) $3.40 $2.81 
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Sample Statement of Consolidated Cash Flows 


For the years ended March 31, 


Year 1 


Year 2 


Year 3 


[Increase (decrease) in cash] 


Cash Flows Cash received from customers $15,865,112 $18,873,286 $17,554,029 
From Interest received 299,751 94,443 140,823 
Operating Cash paid to suppliers 
Activities and employees (14,420,876) (16,285,942) (14,458,990) 
Interest paid (398,848) (661,250) (855,252) 
Income taxes paid (119,105) (199,443) (174,960) 
Net cash provided by 
operating activities 1,226,034 1,821,094 2,205,650 
Property additions (338,190) (210,826) (247,898) 
Cash Flows —_ proceeds from sale of equipment 38,926 46,220 106,591 
From Investing proceeds from sale of subsidiaries — 
Activities net of cash given 1,171,912 
Net cash provided by (used in) pa ee ee 
investing activities 872,648 (164,606) (141,307) 
Advances (payments) on 
Cash Flows short-term borrowings 15,387 (310,241) (1,164,022) 
From Payments on long-term obligations (2,698,844) (1,022,818) (689,871) 
Financing Proceeds from long-term obligations 160,000 
Activities Exercise of stock options 30,271 
Net cash used in SSS 
financing activities (2,523,457) (1,333,059) (1,823,622) 
Effect of exchange rate fluctuation 
on cash 10,914 68,701 22,477 
Net increase (decrease) in cash (413,861) 392,130 263,198 
Cash at beginning of period 1,661,578 1,269,448 1,006,250 
Cash at end of period $1,247,717 $1,661,578 $1,269,448 
NN 
Se Net income (loss) $1,253,061 $1,298,544 $(3,509,703) 
Reconciliation —aqjystments to reconcile net income (loss) 
of Net Income to cash provided by operating activities: 
(Loss) to Net Depreciation 483,792 709,788 1,191,798 
Cash Provided Amortization of goodwill 147,033 31,620 31,620 
by Operating Amortization of patent 264,080 
Activities Gain on sale of fixed assets (38,207) (33,724) (38,551) 
Loss on sale of subsidiaries 20,913 
(Increase) decrease in receivables 142,946 (333,589) (412,058) 
(Increase) decrease in inventories (285,034) (128,355) 1,851,888 
Decrease in prepaid expenses 20,393 22,269 110,663 
(Increase) decrease in cash value of 
Supplemental schedule life insurance and other assets (552,717) (16,434) 2,722,852 
of noncash investing Increase (decrease) in accounts 
ie payable and accrued expenses 37,174 22,435 (181,973) 
obligation of $169,520 Increase (decrease) in taxes payable (3,320) 248,540 175,034 
was incurred in 1991 Net cash provided by operating a 
shed a a te ip activities $1,226,034 $1,821,094 $2,205,650 
new equipment. Ss SCO 
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Class Exercise 4.1 Answers 


1) Methods Direct Categories Operating 
Indirect Investing 
Financing 


2) There is no effect until paid (in indirect method, an adjustment). 


v 


a 
ee a 
company stock options 
Preesetamnensrmesaoens [| 
a 
a 
Ee a 
pe! 


a A 


Sale of used computers no longer needed Pf wf 
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Group Discussion Answers 


Inventory 
LIFO = 70,000 @ $60 = $4,200,000 
FIFO = 70,000 @ $68 = $4,760,000 


Profit Objective 

MinProf Company’s goal is to report maximum expenses in order to minimize profit. 
MaxProf Company wants to minimize expenses in order to show maximum profit. 
Differences in Inventory Accounting 

MaxProf Company, by using FIFO, maximizing current year profits and foregoes tax 
saving to get higher income to report to shareholders. MinProf Company uses LIFO to 
minimize both income and taxes. 

Differences in Depreciation 

After the expected eight-year expected useful life of the asset, the cumulative depreciation 
will be the same at the two companies. 

Income Statement 


Both statements, despite their differences, would be approved by outside auditors. 


What Happens to Taxation 

For tax purposes, both companies must use the Modified Accelerated Cost Recovery 
System (MACRS) to value depreciation. 

Differences in Cash Flows 


MinProf Company shows a better cash flow because they paid less tax in the current year. 


Other Possible Differences 


1) Allowance for doubtful accounts should be based on past experience, changes in 
credit policies and some management judgment. 


2) Write-offs are supposed to take place whenever obsolescence is known, but may be 
subject to interpretation and judgment. 


3) Defined benefit pension plans are reported on financial statements using an actuarial 
method specified by GAAP, but there are a number of different assumptions 
available, which will affect the cost recorded for the year. 


4) From 1995 to 2005, companies were allowed to account for stock-based 
compensation under either APB 25 or FAS 123. Now all companies are required to 
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report under FAS 123(R). These variations in date of election, plus some companies’ 
decision to accelerate vesting or options prior to FAS 123(R) adoption to avoid 
reporting the expense, create large differences in reporting compensation expense 
among companies. There are other accounting choices companies can make under 
FAS 123(R) that will continue to create inconsistencies through the end of this 
decade and into the next. 
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Illustration of Adding Capital — 
Detailed Calculations 


Assumption A 
Assume earning from operations = $43.0 


Alternative 1 Alternative 2 


15.00 Interest on long-term debt @ 10% 10.00 
5.10 Tax savings @ 34% 3.40 
9.90 After-tax interest cost 6.60 


28.00 Net profit pretax (Op. earn-int cost) 33.00 
9.52 Taxes @ 34% 11.22 
18.48 After-tax profit 21.78 


12.32% Return on equity 10.89% 
(18.48/150) (21.78/200) 


9.46% Return on total capital 9.46% 
(18.48 + 9.9)/300 (21.78 + 6.6)/300 
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Class Exercise 5.1 Answers 


Ratio MinProf Co. MaxProf Co. 
Liquidity ratios 
1. Working capital $8,559 $8,895 
2. Current ratio 43.8 45.5 
3. Quick ratio 22.8 21.7 
Debt ratios 
1. Debt to equity 63.6% 60.2% 
2. Long-term debt ratio 37.9% 36.7% 


Funds management ratios 
1. Collection period 34.8 days 34.8 days 


2. Inventory turns 3.3 times 2.8 times 


Profitability ratios 


1. Gross margin $7,315 $7,875 
2. Gross margin ratio 34.8% 37.5% 
3. Return on sales 5.6% 10.4% 
4. Return on assets 8.8% 14.9% 
5. Return on equity 14.4% 23.8% 
6. Return on total capital 10.5% 16.5% 
7. Earnings per share $2.36 $4.38 
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Review of Financial Measures 


Liquidity Measures 
Working capital Current assets — Current liabilities 


Current assets 
Current ratio ESE LE PES 
Current liabilities 


Cash + Mkt. sec. + Acct receivables 

Quick ratio ee. eke te 
Current liabilities 

Debt Ratios 


Debt to it Total liabilities 
e equi solar abiities 
ites Total shareholders’ equity 


: Long-term debt 
Long-term debt ratio Se ee 
Long-term debt + shareholders’ equity 


Profitability Measures 


Gross margin Net sales — Cost of goods sold 


; ; Net sales — Cost of goods sold 
Gross margin ratio Se ee ee 
Net sales 


Return on sales Net income 

(net profit margin) Net sales 
Net income 

Return on assets a 
Total assets 


Ret t Net income 
eturn on equi SS ee 
ae Total shareholders’ equity 


Net income +[interest expense x (1 — tax rate)] 


Return on total capital 
Long-term debt + equity 


; Net income 
Earnings per share ee 
Average # of shares outstanding 


Funds Management Ratios 


Cost of goods sold 
Inventory turnover SL 
Average inventory 


Managing receivables PECOUNS TO CEINADIE x Number of days in the period 


Credit sales 
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Typical Manufacturing Company 
Ratios 


1. Working capital = Current assets minus current liabilities 


$400,000,000 — $170,000,000 = $230,000,000 


2. Current ratio = Gutrent assets 


Current liabilities 


$400,000,000 
$170,000,000 


= 2.35 


: : _ Cash + Marketable securities + Receivables 
3. Quick ratio = ee ee pe ee ee 


Current liabilities 


$20,000,000 + 40,000,000 + 156,000,000 
$170,000,000 


= ex 4 


4. Debt to equity ratio = Total liabilities 
Total shareholders’ equity 


$316,000,000 


$346,000,000 = o0) 


5. Long-term debt ratio = Long-term debt 
Long-term debt + Shareholders’ equity 


____$146,000,000, 
$146,000,000 + 346,000,000 = .30 
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Typical Manufacturing Company 
Ratios 


6. Gross margin = Net sales less cost of goods sold 
$767,000,000 — $535,000,000 = $232,000,000 
7. Gross margin ratio = Net sales less cost of goods sold 
Net sales 


$767,000,000 — $535,000,000 
$767,000,000 =  .303 


Net income 


8. Earnings per share 7 Average number of shares outstanding 


(EPS) 
$49,750,000 = $3.40 
14,650,000 : 
9. Return on sales = Net income 
(Net profit ratio) Net sales 
$ 49,750,000 = 065 


$767 ,000,000 


10. Number of days sales in receivables 


= Accounts receivable) Number of days in period 


Credit sales 


_$156,000,000_x 365. = 74.2 days 
$767 ,000,000 
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Typical Manufacturing Company 
Ratios 


Cost of goods sold 


11. Inventory turnover = 
Average inventory 


$535,000,000 = 2.93 turns 
$182,500,000 
Net income 
12. Return on assets = ——— 
assets 
49,7 
$49,750,000 _ ne 
$662,000,000 
Net income 


ies REMNeMmeanny ~ Total shareholders’ equity 


$49,750,000 
$346 ,000,000 


= 144 


Net income before interest 


14. Return on total capital 
Total permanent capital 


NI + [Int. Exp. x (1 — Tax rate)] 
Total permanent capital 


$49,750,000 + [16,250,000 x (1 — .40)] 
$492,000,000 


= 121 
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Significant Regulatory Developments on Human Resources, Benefits, and Compensation 


ALERT 


October 20, 2006 Aon Consulting United States 


2007 Limits for Benefit Plans 


Each year, the U.S. government adjusts the limits for pension plans, Social Security, Medicare, and other benefit 
programs to reflect price and wage inflation, and changes in the law. As a result, employee benefit specialists must 
annually adapt their benefit plans to accommodate the new limits. All of the numbers in this Alert are official, unless 
otherwise indicated. Our unofficial numbers should be the same as the official numbers because we used the same 
inflation data and statutory adjustment formulas that the federal agencies will use. 


Retirement plans, published by IRS 


‘Annual Compensation:! 2007 | 2006 2005 | 2004 
Basic limit $225,000 $220,000 $210,000 | $205,000 
Certain governmental plans 335,000 325,000 315,000 305,000 

Limits on Benefits and Contributions: 7 | i 
Defined benefit plans, basic limit” 180,000 175,000 170,000 | 165,000 
Defined contribution plans, basic limit? 45,000 44,000 42,000 41,000 
40 1(k) and 403(b) plans, elective deferrals 15,500 | 15,000 | 14,000 13,000 
457(b) plans, elective deterrals 15,500 15,000 14,000 | 13,000 
415 compensation limit adjustment factor 1.0334 1.0383 1.0273 1.0220 


Catch-up Contributions: 


40 1(k), 403(b), or governmental 457(b) plans 5,000 | 5,000 | 4,000 3,000 

SIMPLE plans 2,500 2,500 2,000 | 1,500 
“Highly Compensated” Definition’ | 100,000 100,000 95,000 | 90,000 
| “Officer” for “Key Employee” Definition 145,000 } 140,000 135,000 130,000 
SIMPLE Plans: Elective Deferral Limit 10,500 10,000 10,000 | 9,000 
Simplified Employee Pensions: | 7 7 - 

Minimum compensation 500 450 450 | 450 

Maximum compensation | 225,000 220,000 210,000 205,000 


| Limit applies to plan year (or 12 consecutive-month period) beginning in indicated calendar year. 
2 Limit applies to limitation year ending in indicated calendar year. 
3 Limit applies to compensation during the plan year beginning in indicated calendar year to determine highly compensated for following plan year. 
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Retirement Plans (continued), published by IRS 


Tax Credit ESOPs: 2007 2006 2005 2004 

5-year limit $915,000 $885,000 $850,000 $830,000 
_ Additional L-year limit 180,000 175,000 170,000 165,000 

Covered Compensation at age 65" (unofficial) 53,820 51,252 : 48,696 46,284 

Defined Benefit Plans, published by PBGC (unofficial) : 

_ -] 2007 2006 | 2005 2004 

Maximum Guaranteed Benetit 49,500.00 47,659.08 45,613.68 | 44,386.32 

Single Employer Premium 
Fixed-rate, per participant 31 30 19 19 
Variable-rate (% of unfunded liability) 0.9% 0.9% 0.9% 0.9% 

Multiemployer Premium 8.00 8.00 2.60 2.60 

Social Security, published by SSA 

Payroll Taxes: 2007 2006 2005 2004 
Payroll tax rate, employee share 6.20% 6.20% | 6.20% 6.20% 

Wage base $97,500 $94,200 | $90,000 $87,900 
Earnings ‘Test Thresholds: | 
Years before normal retirement age’ 12,960 12,480 12,000 11,640 
Year of normal retirement age” 34,400 33,240 31,800 31,080 
'Cost-of-Living Adjustment, Lead ar prior year : 3.3% 4.1% 2.7% 21% 
“Maximum Annual Benefit, acage 05” 23,976 23,532 22,488 21,408 
Primary Insurance Amount (PLA) “bend points” 
| 90% of average indexed monthly 680 656 | 627 612 
| earnings CAIME) up to: 

32% of excess AIME up to (and 15% of excess over): 4,100 3,955 3,779 3,089 

Family Maximum “bend pois” | a a 7 | 

150% of PIA up to: 869 838 801 782 
272% of excess PIA up to: 1,255 | 1,210 | 1,156 1,129 
134% of excess PIA up Co (and 175% of excess over): 1,636 1,578 | 1,508 1,472 

Average Covered Wages, for indexing wages a ee a= 36,952.94 35,648.55 

Medicare, published by Centers for Medicare & Medicaid Services - 

Part A (hospital insurance): : | 2007 2006 2005. 2004 
Payroll tax rate, employee share 1.45% 1.45% 1.45% | 1.45% 
Wage base unlimited unlimited unlimited | unlimited 
Inpatient deductible $992.00 $952.00 $912.00 $876.00 
Daily coinsurance, days 61-90 248.00 238.00 228.00 | 219.00 
Daily coinsurance, days 91-150 lifetime reserve 496.00 476.00 456.00 438.00 
Daily coinsurance, skilled nursing facility 124.00 119.00 | 114.00 109.50 


4 Amount applies in indicated calendar year to individuals age 65 in that year. It does not include increases beyond age 65 for individuals with a 


Social Security normal retirement age greater than 65. 


> In 2007, the Social Security normal retirement age is age 65 and 10 months. In 2006, it is age 65 and 8 months. The normal retirement age will 


gradually increase to age 67 in 2027. 


° This earnings test applies in the months before a worker's Social Security normal retirement age in the year the worker attains that age. For 
example, the earnings test would apply to a worker born in February 1942 for the 11 months before the Social Security normal retirement age 


of 65 and 10 months (i.e., December 2007). 


’ For retirement at age 65, the Social Security benefit is reduced for early retirement. 
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AION 


Medicare, published by Centers for Medicare & Medicaid Services (continued from previous page) 


Part B (supplementary medical insurance ): 2007 2006 2005 2004 
Monthly premium® $93.50 $88.50 $78.20 $66.60 
Deductible 131.00 124.00 110.00 100.00 

Part D (standard drug insurance): 

Monthly premium” 24 24 eves. efee 
Deductible 265 250 —— — 
Initial coverage limit (Medicare pays 75%) 2,400 2,250 ---- aan 
| Out-of-pocket threshold (Medicare pays 0%) 3,850 i 3,600 = 7 S| 
Catastrophic coverage (Medicare pays 95%) 5,451.25 5,100 bea ae 


Control Employee Definition for Commuting Valuation, published by IRS 


2007 2006 2005 2004 

Officer Compensation $90,000 $85,000 $85,000 $80,000 

Employee Compensation 180,000 175,000 170,000 | 165,000 
| Dependent Care Assistance Plans, published by IRS 

; - 2007 | 2006 2005 2004 

Maximum $5,000 $5,000 $5,000 $5,000 


Qualified Transportation Fringe Benefit, published by IRS (unofficial) 


2007 2006 2005 2004 
Parking $215.00 $205.00 $200.00 | $195.00 
‘Transit Pass/Commuter Vehicle 110.00 105.00 105.00 — 100.00 
Adoption Exclusion and Credit, published by IRS (unofficial) 
| 2007 2006 2005 2004 
Maximum for Exclusion and Credit, per child | $11,390 $10,960 $10,630 $10,390 
Phase-out Start for Credit | 170,820 164,410 159,450 | 155,860 
Health Savings Accounts, published by IRS (unofficial) 
: : 2007 2006 2005 2004 
Single Family| Single Family) Single Family} Single — Family 
Maximum Contributions’” $2,850 $5,650) $2,700 $5,450} $2,650 — $5,250} $2,000 $5,150 
Minimum Deductible 1,100 2,200 1,050 2,100} 1,000 2,000} = 1,000 2,000 
Maximum Out-of-Pocket 5,500 11,000) 5,250 10,500) 5,100 10,200} 5,000 10,000 


8 In 2007, approximately 4% of Medicare Part B enrollees will pay a higher Part B premium based on their income. The income-related 
Part B premiums for 2007 will be $106.00, $124.70, $143.40, or $162.10, if an individual’s “modified adjusted gross income” exceeds 
$80,000, $100,000, $150,000, or $200,000, respectively (or, if married filing a joint return, the thresholds are $160,000, $200,000, 


$300,000, or $400,000). 
9 ‘These figures are averages. The premiums vary depending upon the type of coverage and the private sector insurer sponsoring the 


Part D plan. 
10 ‘The maximum HSA contribution is the lesser of dollar amount shown in this line or the deductible under the high deductible health plan 


associated with the HSA. 
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Medical Savings Accounts, published by IRS (unofficial) 


2007 


2006 


2005 


2004 


Contribution range Single | $1,235.00-1,852.50 | $1,170.00-1,755.00 $1,137.50-1,722.50 $1,105.00-1,690.00 
Family | 2,812.50-4,237.50) 2,737.50-4,087.50| 2,625.00-3,937.50 2,587.50-3,862.50 
Deductible range Single 1,900-2,850 1,800-2,700 1,750-2,650 1,700-2,600 
Family | 3,750-5,650 3,650-5,450 3,500-5,250 | 3,450-5, 150 
Maximum Out-of-Pocket | Single 3,750 | 3,650 3,500 | 3,450 
Family 6,900 6,650 6,450 | 6,300 
Long Term Care Insurance Deductible Premiums, published by IRS (unofficial) 
| 2007 2006 2005 2004 
Age 40 or less $290 $280 $270 $260 
Age 41-50 550 530 S10 | 490, 
Age 51-60 1,110 1,060 1,020 980 
| Age 61-70 2,950 2,830 2,720 2,600 
Older than 70 3,680 3,530 3,400 3,250 
Federal Standard Deduction and Exemption, published by IRS (unofficial) a 
Basic Standard Deduction: 2007 2006 2005 2004 
Married filing jointly $10,700 $10,300 $10,000 $9,700 
Head ot household 7,850 7,550 7,300 7,150 
Single 5,350 5,150 5,000 4,850 
Personal Exemption —_ : 3,400 3,300 3,200 _ 3,100 
Federal Income Tax Brackets, published by IRS (unofficial) / 
fo : 2007 2006 2005 2004 
| Married filing jointly: Rate Tax Bracket Tax Bracket Tax Bracket Tax Bracket 
Rate applies to taxable income 10.0% $0 $0 $0 $0 
in excess of amounts shown 15.0% 15,650 15,100 14,600 14,300 
25.0% 63,700 61,300 59,400 58,100 
28.0% 128,500 123,700 119,950 117,250 
33.0% 195,850 188,450 182,800 178,050 
35.0% 349,700 336,550 326,450 319, 100 
Head of household: 
| Rate applies to taxable income 10.0% 0 0) 0 0 
in excess of amounts shown 15.0% 11,200 10,750 10,450 10,200 
25.0% 42,650 41,050 39,800 38,900 
28.0% 110,100 106,000 102,800 100,500 
| 33.0% 178,350 171,650 166,450 162,700 
35.0% 349,700 336,550 326,450 319,100 
| Single: 
Rate applies to taxable income 10.0% 0 0 0 0 
in excess of amounts shown 15.0% 7,825 7,550 7,300 7,150 
25.0% 31,850 30,650 29,700 29,050 
28.0% 77,100 74,200 71,950 70,350 
33.0% 160,850 154,800 150,150 146,750 
35.0% 349,700 336,550 326,450 319, 100 
Aon Consulting Alert « October 20, 2006 4 AION 
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Benefits-Related Sections 
of the Internal Revenue Code 


Section 61 


Section 72 


Section 79 


Section 105 


Defined income subject to income tax, including “compensation for 
services, including fees, commissions, fringe benefits, and similar items.” 
Accordingly, everything within this description is taxable unless another 
section of the code provides an exclusion or deduction. 


Contains the income tax rules applicable to annuity forms of payment. 
Sometimes referred to as the “Section 72 annuity rules.” 


Excludes from gross income the first $50,000 of group term life insurance 
provided by the employer and sets forth the rules for imputed income. 


Excludes from gross income amounts received under employer-provided 
medical plans. 


Section 105-3 Allows exclusion from gross income those disability benefits received by 


Section 106 


Section 120 


Section 125 


Section 127 


Section 129 


employee from plans paid for by employee. 


Excludes from gross income the value of the medical coverage provided 
by an employer. 


Excludes from gross income the amount an employer provides 
employees for group prepaid legal services. (Expired 9/30/90.) 


Section under which cafeteria plans providing a choice between taxable 
and nontaxable benefits are created. More technically, it excludes from 
gross income amounts that are not elected to be taken in a taxable form 
under a cafeteria plan. But for Section 125, the doctrine of constructive 
receipt would dictate that all amounts subject to the election would be 
taxable whether or not such amounts were taken in a taxable form. 


Excludes from gross income the amounts an employer provides for 
educational reimbursement. (Expired 9/30/90.) 


Excludes from gross income amounts an employer provides employees 
in the form of dependent care assistance. Also contains rules on the 
establishment of a dependent care reimbursement plan. 
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BENEFITS-RELATED SECTIONS 
OF THE INTERNAL REVENUE CODE 


Section 132 


Section 162 


Section 213 


Section 401 


Section 401(a)(4) 


Section 401(a)(5) 


Section 401(a)(9) 


Section 401(a)(17) 


Section 401(a)(26) 


Section 401(b) 


Section 401(h) 


Excludes from gross income certain fringe benefits, such as 
employee discounts, employee cafeterias, etc. 


Provides an income tax deduction for all ordinary and necessary 
expenses incurred in carrying on a trade or business. For 
corporations, it is the basis for deducting salaries and other 
compensation for services rendered. 


Provides for an income tax deduction for expenses paid for medical of 
the taxpayer, his spouse, or a dependent. Generally, expenses that 
qualify for the deduction under Section 213 qualify as reimbursable 
expenses in a medical reimbursement account under Section 125. 


Contains the basic requirements for pension and profit sharing plans 
to qualify for favorable tax treatment. 


Contains the basic rules of qualification that a plan cannot 
discriminate in favor of employees who are highly compensated. 


Contains safe-harbor rules for integrating a pension or profit sharing 
plan with Social Security. 


Contains the basic rules regarding required distributions from pension 
and profit sharing plans. 


Contains the $200,000 (indexed) limit on recognized compensation in 
a tax-qualified retirement plan. 


Contains the basic rules regarding the minimum number of 
participants a tax-qualified plan must have. 


Contains the rule permitting certain retroactive changes in the 
provisions of a pension or profit sharing plan. 


Contains the provision permitting a pension plan to contain a separate 
account for the purpose of funding retiree medical benefits. 
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BENEFITS-RELATED SECTIONS 
OF THE INTERNAL REVENUE CODE 


Section 401(k) 


Section 401(l) 


Section 401(m) 


Section 402 


Section 403(b) 


Section 404 


Section 410 


Section 411 


Section 412 


Section 414(q) 
Section 414(r) 


Section 414(s) 


Contains provisions permitting a profit sharing plan to contain a cash- 
or-deferred arrangement whereby an employee may elect to forego 
cash in return for an employer contribution to the profit-sharing plan. 


Contains more specific rules with respect to integrating a pension or 
profit sharing plan with Social Security. 


Contains the nondiscrimination test applicable to matching 
contributions and employee after-tax contributions. Commonly 
referred to as the “401(m) tests.” 


Contains the rules regarding the taxation of distributions from 
qualified pension and profit sharing plans. 


Contains the basic requirements for a tax-sheltered annuity to qualify 
for favorable tax benefits. Such an annuity is commonly referred to as 
a “403(b) annuity” or “TSA.” 


Contains the basic rules regarding the deductibility of employer 
contributions to tax-qualified pension and profit sharing plans. 


Contains the minimum participation standards for tax-qualified 
pension and profit sharing plans. 


Contains the minimum vesting standards for tax-qualified pension 
and profit sharing plans. 


Contains the minimum funding standards for tax-qualified 
pension and profit sharing plans. 


Contains the definition of a highly compensated employee. 
Contains the definition of separate line of business. 


Contains the definition of compensation to be used in 
nondiscrimination testing for tax-qualified retirement plans. 
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BENEFITS-RELATED SECTIONS 
OF THE INTERNAL REVENUE CODE 


Section 415 


Section 419 


Section 419A 


Section 420 


Section 457 


Section 501(c)(9) 


Section 505 


Section 512 


Section 4980A 


Section 4971- 
4980B 


Contains the limitations on benefits and contributions under 
qualified pension and profit sharing plans. Commonly referred to as 
the “415 limits.” 


Contains the rules that limit deductibility of employer contributions 
to welfare benefit funds. 


Contains the rules that limit the accumulation of assets in welfare 
benefit plans. 


Contains the rules regarding the transfer of pension assets to 
provide retiree medical benefits. 


Provides rules regarding deferred compensation plans of state and 
local governments and tax-exempt organizations. Commonly 
referred to as “457 plans.” 


Provides an exemption from taxation for a trust used to fund 
welfare benefits. Commonly referred to as “501(c)(9) trust” or 
“Voluntary Employee Beneficiary Association (VEBA).” 


Contains nondiscrimination rules applicable to welfare benefit 
funds. 


Contains rules regarding taxation of unrelated business income in 
welfare benefit plans. 


Contains rules for excise tax on large retirement plan distributions. 


These sections provide penalty taxes applicable to pension 
and profit sharing plans — from such things as failure to meet 
minimum funding standards, to excess distributions from tax- 
qualified plans. 
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How To READ A FINANCIAL REPORT 


GOALS OF THIS BOOKLET 


An annual report is unfamiliar terrain 

to many people. For those who are not 
accountants, analysts or financial planners, 
this booklet can help them to better under- 
stand such reports and possibly become 
more informed investors. 


This booklet was written and designed 
to help educate and guide its readers 
so they might: 


a Better understand the data included in 
financial reports and how to analyze it. 


Learn more about companies that offer 
employment or provide investment 
opportunities. 


A good starting point for achieving these 
goals is to become familiar with the main 
components of a company’s annual report. 


Please Note: Highlighted throughout this 
booklet are key selected terms and defini- 
tions as a reference for readers. See also 
the Glossary of Selected Terms in the 
back of this booklet. 


COMPONENTS OF 
AN ANNUAL REPORT 


Most annual reports have three sections: (1) 
The Letter to Shareholders, (2) the Business 
Review and (3) the Financial Review. Each 
section serves a unique function: 


@ The Letter to Shareholders gives a 
broad overview of the company’s 
business and financial performance. 


% The Business Review summarizes 
a company’s recent developments, 
trends and objectives. 


@ The Financial Review presents a 
company’s business performance in 
dollar terms and consists of the 


hh 


“Management's Discussion and 
Analysis” and “Audited Financial 
Statements.” It may also contain 
supplemental financial information. 


In Management's Discussion and Analysis 
(MD&A), a company’s management 
explains significant changes from year to year 
in the financial statements. Although present- 
ed mainly in narrative format, the MD&A 
may also include charts and graphs highlight- 
ing the year-to-year changes. The company’s 
operating results, financial position, changes 
in shareholders’ equity and cash flows are 
numerically captured and presented in the 
audited financial statements. 


The financial statements generally consist of 
the balance sheet, income statement, state- 
ment of changes in shareholders’ equity, 
statement of cash flows and footnotes. The 
annual financial statements usually are 
accompanied by an independent auditor's 
report (which is why they are called “audited” 
financial statements). An audit is a systematic 
examination of a company’s financial 
statements; it is typically undertaken by a 
Certified Public Accountant (CPA). The audi- 
tor’s report attests to whether the financial 
reports are presented fairly in keeping with 
generally accepted accounting principles, 
known as GAAP for short. 


Following is a brief description or overview 
of the basic financial statements, including 
the footnotes: 


The Balance Sheet 

The balance sheet, also called statement of 
financial position, portrays the financial 
position of the company by showing what 
the company owns and what it owes at the 
report date. The balance sheet may be 
thought of as a snapshot, since it reports 
the company’s financial position at a spe- 
cific point in time. Usually balance sheets 
represent the current period and a previous 


Reprinted with permission, Merrill Lynch, Pierce, Fenner & Smith Inc. Copyright 2000. 
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How TO READ A FINANCIAL REPORT 


period so that financial statement readers 
can easily identify significant changes. 


The Income Statement 


On the other hand, the income statement 
can be thought of more like a motion pic- 
ture, since it reports on how a company 
performed during the period(s) presented 
and shows whether that company’s opera- 
tions have resulted in a profit or loss. 


The Statement of Changes 

in Shareholders’ Equity 

The statement of changes in shareholders’ 
equity reconciles the activity in the equity 
section of the balance sheet from period to 
period. Generally, changes in shareholders’ 
equity result from company profits or 
losses, dividends and/or stock issuances. 
(Dividends are payments to shareholders 
to compensate them for their investment.) 


The Statement of Cash Flows 

The statement of cash flows reports on 
the company’s cash movements during 
the period(s) separating them by operating, 
investing and financing activities. 


The Footnotes 


The footnotes provide more detailed infor- 
mation about the financial statements. 


This booklet will focus on the basic 
financial statements, described above, 
and the related footnotes. It will also 
include some examples of methods that 
investors can use to analyze the basic 
financial statements in greater detail. 
Additionally, to illustrate how these con- 
cepts apply to a hypothetical, but realistic 
business, this booklet will present and 
analyze the financial statements of a 
model company. 


—_ 


A MODEL COMPANY CALLED 
“TYPICAL” 


To provide a framework for illustration, 

a fictional company will be used. It will 
be a public company (generally, one 
whose shares are formally registered with 
the Securities and Exchange Commission 
[SEC] and actively traded). A public com- 
pany will be used because it is required 
to provide the most extensive amount 

of information in its annual reports. The 
requirements and standards for financial 
reporting are set by both governmental 
and nongovernmental bodies. (The SEC 
is the major governmental body with 
responsibility in this arena. The main 
nongovernmental bodies that set rules 
and standards are the Financial 
Accounting Standards Board [FASB]*, 
the American Institute of Certified Public 
Accountants [AICPA] and the exchanges 
the securities trade on. 


This fictional company will represent 

a typical corporation with the most com- 
monly used accounting and reporting 
practices. Thus, the model company will 
be called Typical Manufacturing Company, 
Inc. (or “Typical,” for short). 


* The FASB is the primary, authoritative private- 
sector body that sets financial accounting standards. 
From time to time, these standards change and 
new ones are issued. At this writing, the FASB 
is considering substantial changes to the current 
accounting rules in the areas of consolidations, 
segment reporting, derivatives and hedging, and 
liabilities and equity. Information regarding current, 
revised or new rules can be obtained by writing or 
calling the Financial Accounting Standards Board, 
401 Merritt 7, RO. Box 5116, Norwalk, CT 
06858-5116, telephone (203) 847-0700. 
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A Few Worps BEFORE BEGINNING 


The following pages show a sample of 
the core or basic financial statements— 
a balance sheet, an income statement, 
a statement of changes in shareholders’ 
equity and a statement of cash flows for 
Typical Manufacturing Company. 


However, before beginning to examine 
these financial statements in depth, the 
following points should be kept in mind: 


m Typical’s financial statements are illus- 
trative and generally representative for 
a manufacturing company. However, 
financial statements in certain special- 
ized industries, such as banks, broker- 
dealers, insurance companies and pub- 
lic utilities, would look somewhat dif- 
ferent. That’s because specialized 
accounting and reporting principles 
and practices apply in these and other 
specialized industries. 


w Rather than presenting a complete set 
of footnotes specific to Typical, this 
booklet presents a listing of appropriate 
generic footnote data for which a reader 
of financial statements should look. 


@ This booklet is designed as a broad, 
general overview of financial reporting, 
not an authoritative, technical reference 
document. Accordingly, specific techni- 
cal accounting and financial reporting 
questions regarding a person’s personal 
or professional activities should be 
referred to their CPA, accountant or 
qualified attorney. 


@ To simplify matters, the statements 
shown in this booklet do not illustrate 
every SEC financial reporting rule and 
regulation. 


For example, the sample statements pre- 
sent Typical’s balance sheet at two year- 
ends; income statements for two years; 
and a statement of changes in sharehold- 
ers’ equity and statement of cash flows for 
a one-year period. To strictly comply with 
SEC requirements, the report would have 
included income statements, statements 
of changes in shareholders’ equity and 
statements of cash flows for three years. 
Also, the statements shown here do not 
include certain additional information 
required by the SEC. For instance, it does 
not include: (1) selected quarterly finan- 
cial information (including recent market 
prices of the company’s common stock), 
and (2) a listing of company directors and 
executive officers. 


Further, the “MD&A’ will not be presented 
nor will examples of the “Letter to 
Shareholders” and the “Business Review” 
be provided because these are not “core” 
elements of an annual report. Rather, 

they are generally intended to be explana- 
tory, illustrative or supplemental in nature. 
To elaborate on these supplemental com- 
ponents could detract from this booklet's 
primary focus and goal: Providing readers 
with a better understanding of the 

core or basic financial statements in an 
annual report. 
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CONSOLIDATED FINANCIAL STATEMENTS 


CONSOLIDATED BALANCE SHEETS 


(Dollars in Thousands, Except Per-Share Amounts) 


December 31 


19X9 19X8 
Assets 
Current Assets: 
Cash and cash equivalents $19,500 $15,000 
Marketable securities 46,300 32,000 
Accounts receivable—net of allowance 
for doubtful accounts of $2,375 in 
19X9 and $3,000 in 19X8 156,000 145,000 
Inventories, at the lower of cost or market 180,000 185,000 
Prepaid expenses and other current assets 4,000 3,000 
Total Current Assets 405,800 380,000 
Property, Plant and Equipment: 
Land 30,000 30,000 
Buildings 125,000 118,500 
Machinery 200,000 171,100 
Leasehold improvements 15,000 15,000 
Furniture, fixtures, etc. 15,000 12,000 
Total property, plant and equipment 385,000 346,600 
Less: accumulated depreciation 125,000 97,000 
Net Property, Plant and Equipment 260,000 249,600 
Other Assets: 
Intangibles (goodwill, patents)— 
net of accumulated amortization 
of $300 in 19X9 and $250 in 19X8 1,950 2,000 
Investment securities, at Cost 300 — 
Total Other Assets 2,250 2,000 
Total Assets $668,050 $631,600 


See Accompanying Notes to Consolidated Financial Statements. * 
— ai * See pages 40-41 for examples of the types of data that might appear in the notes to a company’s financial statements. 
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CONSOLIDATED FINANCIAL STATEMENTS 


— 


_CONSOLIDATED BALANCE SHEETS 


December 31 


beret : 19X9 19X8 
Liabilities and Shareholders’ Equity 
Liabilities: 
Current Liabilities: 
Accounts payable $60,000 $57,000 
Notes payable 51,000 61,000 
Accrued expenses 30,000 36,000 
Income taxes payable 17,000 15,000 
Other liabilities 12,000 12,000 
Current portion of long-term debt 6,000 _ 
Total Current Liabilities 176,000 181,000 
Long-term Liabilities: 
Deferred income taxes 16,000 9,000 
9.12% debentures payable 2010 130,000 130,000 
Other long-term debt — 6,000 
Total Liabilities 322,000 326,000 


Shareholders’ Equity: 
Preferred stock, $5.83 cumulative, 
$100 par value; authorized, issued 
and outstanding: 60,000 shares 6,000 6,000 
Common stock, $5.00 par value, 
authorized: 20,000,000 shares; 
issued and outstanding: 


19X9 - 15,000,000 shares, 19X8 - 14,500,000 shares 75,000 72,500 
Additional paid-in capital 20,000 13,500 
Retained earnings 249,000 219,600 
Foreign currency translation 
adjustments (net of taxes) 1,000 (1,000) 
Unrealized gain on available-for-sale securities 
(net of taxes) 50 — 
Less: Treasury stock at cost 
(19X9 and 19X8 - 1,000 shares) (5,000) (5,000) 
Total Shareholders’ Equity 346,050 305,600 
Total Liabilities and Shareholders’ Equity $668,050 $631,600 
ee —— 
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CONSOLIDATED FINANCIAL STATEMENTS 


CONSOLIDATED INCOME STATEMENTS 


(Dollars in Thousands, Except Per-Share Amounts) Years Ended December 31 
19X9 19X8 

Net sales $765,050 $725,000 
Cost of sales 535,000 517,000 
Gross margin 230,050 208,000 
Operating expenses: 
Depreciation and amortization 28,050 25,000 
Selling, general and administrative expenses 96,804 109,500 
Operating income 105,196 73,500 
Other income (expense): 
Dividend and interest income 5,250 10,000 
Interest expense (16,250) (16,750) 
Income before income taxes and extraordinary loss 94,196 66,750 
Income taxes 41,446 26,250 
Income before extraordinary loss 52,750 40,500 
Extraordinary item: loss on earthquake destruction 

(net of income tax benefit of $750) (5,000) — 
Net income $47,750 $40,500 
Earnings per common share: 
Before extraordinary loss $3.55 $2.77 
Extraordinary loss (.34) = 
Net income per common share $3.21 $2.77 


See Accompanying Notes to Consolidated Financial Statements 


CONSOLIDATED STATEMENT OF CHANGES IN SHAREHOLDERS’ EQUITY 


(Dollars in Thousands) Year Ended December 31, 19X9 
Foreign 
Additional currency Unrealized 
Preferred Common _ paid-in Retained translation security Treasury 
stock stock capital earnings adjustments gain stock Total 

Balance Jan. 1, 19X9 $6,000 $72,500 $13,500 $219,600 ($1,000) = ($5,000) $305,600 
Net income 47,750 47,750 
Dividends paid on: 

Preferred stock (350) (350) 

Common stock (18,000) (18,000) 
Common stock issued 2,500 6,500 9,000 
Foreign currency 

translation gain 2,000 2,000 


Net unrealized gain on 
available-for-sale 


securities $50 $50 

Balance Dec. 31,19X9 $6,000 $75,000 $20,000 $249,000 $1,000 $50 ($5,000) $346,050 

: ia See Accompanying Notes to Consolidated Financial Statements 
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CONSOLIDATED FINANCIAL STATEMENTS 
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Bt CONSOLIDATED STATEMENT OF CASH FLOWS 
(Dollars in Thousands) Year Ended December 31, 19X9 


Cash flows from operating activities: 
Net income $47,750 
Adjustments to reconcile net income to 
net cash from operating activities: 


Depreciation and amortization 28,050 
Increase in accounts receivable (11,000) 
Decrease in inventory 5,000 
Increase in prepaid expenses and other current assets (1,000) 
Increase in deferred taxes 7,000 
Increase in accounts payable 3,000 
Decrease in accrued expenses (6,000) 
Increase in income taxes payable 2,000 
Total adjustments 27,050 
Net cash provided by operating activities 74,800 


Cash flows from investing activities: 
Securities purchases: 


Trading (14,100) 
Held-to-maturity (350) 
Available-for-sale (150) 
Principal payment received on held-to-maturity securities 50 
Purchase of fixed assets (38,400) 
Net cash used in investing activities (52,950) 


Cash flows from financing activities: 


Payment of notes payable (10,000) 
Proceeds from issuance of common stock 9,000 
Payment of dividends (18,350) 
Net cash used in financing activities (19,350) 
Effect of exchange rate changes on cash 2,000 
Increase in cash 4,500 
Cash and cash equivalents at beginning of year 15,000 
Cash and cash equivalents at the end of year $19,500 


Income tax payments totaled $3,000 in 19X9. 
Interest payments totaled $16,250 in 19X9. 


eRe faim oun nm seem eS 


See Accompanying Notes to Consolidated Financial Statements 
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THE BALANCE SHEET 
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The balance sheet represents the financial 
picture for Typical Manufacturing as it 
stood at the end of one particular day, 
Dec. 31, 19X9, as though the company 
were momentarily at a standstill. Typical’s 
balance sheet for the previous year end is 
also presented. This makes it possible to 
compare the composition of the balance 
sheets on those dates. 


The balance sheet is divided into 
two halves: 


1, Assets, always presented first (either 
on the top or left side of the page); 


2. Liabilities and Shareholders’ Equity 
(always presented below or to the 
right of Assets). 


In the standard accounting model, the 
formula of Assets = Liabilities + Share- 
holders’ Equity applies. As such, both 
halves are always in balance. They are 
also in balance because, from an econom- 
ic viewpoint, each dollar of assets must be 


“funded” by a dollar of liabilities or equity. 


(Note: this is why this statement is called a 
balance sheet.) 


Reported assets, liabilities, and sharehold- 
ers’ equity are subdivided into line items 
or groups of similar “accounts” having 

a dollar amount or “balance.” 


A NOTE ABOUT NUMBERS AND CALCULATIONS 


@ The Assets section includes all the 
goods and property owned by the 
company, and uncollected amounts 
due (“receivables”) to the company 
from others. 


@ The Liabilities section includes all 
debts and amounts owed (“payables”) 
to outside parties and lenders. 


m The Shareholders’ Equity section repre- 
sents the shareholders’ ownership inter- 
est in the company—what the compa- 
ny’s assets would be worth after all 
claims upon those assets were paid. 


Now, to make it easier to understand the 
composition of the balance sheet, each 

of its sections and the related line items 
within them will be examined one-by-one 
starting on page 9. To facilitate this walk- 
through, the balance sheet has been sum- 
marized, this time numbering each of its 
line items or accounts. In the discussion 
that follows, each line item and how it 
works will be explained. After examining 
the balance sheet, the income statement 
will be analyzed using the same method- 
ology. Then, the other financial statements 
will be broken down element-by-element 
for similar analysis. 


Before beginning, however, it’s important to clarify how the numbers, calculations and numerical 
examples are presented in this booklet. All dollar amounts relating to the financial statements are 
presented in thousands of dollars with the following exceptions: 

(1) Per-share or share amounts are actual amounts; (2) actual amounts are used for accuracy of 
calculation in certain per-share computations; and (3) actual amounts are used in certain 
examples to illustrate a point about items not related to, nor shown in, the model financial 
statements. The parenthetical statement “(Actual Amounts Used)’ will further identify amounts or 


computations where figures do not represent thousands of dollars. 
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THE BALANCE SHEET 


ASSETS 


CURRENT ASSETS 

In general, current assets include cash and those 
assets that, in the normal course of business, will 

be turned into cash within a year from the balance- 
sheet date. Current assets are listed on the balance 
sheet in order of their “liquidity” or amount of time it 
takes to convert them into cash. 


Cash and Cash Equivalents 

This, just as expected, is money on deposit in the 
bank, cash on hand (petty cash) and highly liquid 
securities such as Treasury bills. 


1 Cash and cash equivalents $19,500 


ee 


Marketable Securities 

Excess or idle cash that is not needed immediately 
may be invested in marketable securities. These are 
short-term securities that are readily salable and 
usually have quoted prices. These may include: 


@ Trading securilies—debt and equity securities, 
bought and sold frequently, primarily to generate 
short-term profits and which are carried at fair mar- 
ket value. Any changes in such values are included 
in earnings. (Fair market value is the price at which 
a buyer and seller are willing to exchange an asset 
in other than a forced liquidation.) 


CONSOLIDATED BALANCE SHEETS 


(Dollars in Thousands, Except Per-Share Amounts) 


Assets 


December 31 


$$ 


Current Assets: 
1 Cash and cash equivalents 
2 Marketable securities 


3 Accounts receivable—net of 
allowance for doubtful accounts 


Inventories 

Prepaid expenses and other current assets 
Total Current Assets 

Total Property, plant and equipment 


Less: accumulated depreciation 


Oo On ann A 


Net Property, Plant and Equipment 


Other Assets: 


10 Intangibles (goodwill, patents)— 
net of accumulated amortization 


11 Investment securities, at cost 
Total Other Assets 


12. Total Assets 


19X9 19X8 
$19,500 $15,000 
46,300 32,000 
156,000 145,000 
180,000 185,000 
4,000 3,000 
405,800 380,000 
385,000 346,600 
125,000 97,000 
260,000 249,600 
1,950 2,000 
300 om 
2,250 2,000 
$668,050 $631,600 


a 
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@ Held-to-maturity securities—debt secu- 
rities that the company has the ability 
and intent to hold to maturity. “Maturity” 
is the date when debt instruments, such 
as Treasury bills, are due and payable. 
These securities are reported at amor- 
tized cost (original cost adjusted for 
changes in any purchase discount or 
premium less any principal payments 
received). (Debt amortization is the 
practice of adjusting the original cost 
of a debt instrument as principal pay- 
ments are received and writing off any 
purchase discount or premium to 
income over the life of the instrument.) 


@ Available-for-sale securities—debt or 
equity securities not classified as either 
trading or held-to-maturity. They are 
recorded at fair value with unrealized 
changes in their value, net of taxes, 
reported in stockholders’ equity. 

(Net of taxes means that the value or 
amount has been adjusted for the 
effects of applicable taxes.) 


In Typical’s case, it owns short-term, 
high-grade commercial paper, classified 
as “trading securities” and preferred stock, 
classified as “available-for-sale.” Typical, 
however, has no short-term “held-to-matu- 
rity” securities (although it does have 

an investment in publicly traded 

mortgage bonds, a long-term “held-to- 
maturity” debt security, which will be 
discussed a bit later). 


2 Marketable securities: 


Accounts Receivable 

Here are found the amounts due from 
customers that haven't been collected as yet. 
When goods are shipped to customers before 
payment or collection, an account receivable 
is recorded. Customers are usually given 30, 
60 or 90 days in which to pay. The total 
amount due from customers is $158,375. 


However, experience shows that some 
customers fail to pay their bills (for example, 
because of financial difficulties), giving rise 
to accounts of doubtful collectibility. This 
simply means it is unlikely that the entire 
balance recorded as due and receivable will 
be collected. Therefore, in order to show the 
accounts receivable balance at a figure rep- 
resenting expected receipts, an allowance 
for doubtful accounts is deducted from the 
total amount recorded. This year end, the 
allowance for doubtful accounts was $2,375. 


3. Accounts receivable— $158,375 
Less: allowance for 


doubtful accounts (2,375) 


$156,000 


Inventory 

Inventory for a manufacturing company 
consists of: (1) Raw materials—items to 
be used in making a product (for exam- 
ple, the silk fabric used in making a silk 
blouse); (2) work-in-process—partially 
completed goods in the process of manu- 
facture (for example, pieces of fabric such 
as a sleeve and cuff sewn together during 
the process of making a silk blouse) and 
(3) finished goods—completed items ready 


gains sasaki eto 100 for shipment to customers. Generally, the 
Available-for-sale 2 200 amount of each of the above types of inven- 
$46,300 tory would be disclosed either on the face 
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of the balance sheet or in the footnotes. For 
Typical, inventory represents the cost of 
items on hand that were purchased 
and/or manufactured for sale to customers. 
In valuing inventories, the lower of cost 
or market rule or method is used. This 
generally accepted rule or method values 
inventory at its cost or market price, 
whichever is lower. (Here market value, 
or market price is the current cost of 
replacing the inventory by purchase or 
manufacture, as the case may be, with 
certain exceptions.) This provides a 
conservative figure. The value for balance- 
sheet purposes under this method 

usually will be cost. However, where 
deterioration, obsolescence, a decline 

in prices or other factors are expected 

to result in the selling or disposing of 
inventories below cost, the lower market 
price would be used. 


Usually, a manufacturer’s inventories 
consist of quantities of physical products 
assembled from various materials. 
Inventory valuation includes the direct 
costs of purchasing the various materials 
used to produce the company’s 

products and an allocation (that is, an 
apportionment or dividing up) of the 
production expenses to make those 
products. Manufacturers use cost 
accounting systems to allocate such 
expenses. (“Cost accounting” focuses on 
specific products and is a specialized set 
of accounting procedures that are used to 
determine individual product costs.) 
When the individual costs for inventory 
are added up, they comprise the inventory 
valuation. 


4 Inventories $180,000 


Prepaid Expenses 

During the year, Typical paid fire insur- 
ance premiums and advertising charges for 
periods after the balance-sheet date. Since 
Typical has the contractual right to that 
insurance and advertising service after the 
balance-sheet date, it has an asset, which 
will be used after year end. Typical has 
simply “prepaid’”—paid in advance—for 
the right to use this service. Of course, 

if these payments had not been made, 

the company would have more cash in 
the bank. Accordingly, payments made for 
which the company had not yet received 
benefits, but for which it will receive ben- 
efits within the year, are listed among cur- 
rent assets as prepaid expenses. 


5 Prepaid expenses 


and other current assets $4,000 


TOTAL CURRENT ASSETS 

To summarize, the “Total Current Assets” 
item includes primarily cash, marketable 
securities, accounts receivable, inventories 
and prepaid expenses. 


6 Total Current Assets $405,800 


These assets are “working” assets in the 
sense that they are “liquid”—meaning they 
can and will, in the near term, be convert- 
ed into cash for other business purposes or 
consumed in the business. Inventories, 
when sold, become accounts receivable; 
receivables, upon collection, become cash; 
and the cash can then be used to pay the 
company’s debts and operating expenses. 
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Property, Plant and Equipment 


Property, plant and equipment (often 
referred to as fixed assets) consists of 
assets not intended for sale that are used 
to manufacture, display, warehouse and 
transport the company’s products and 
house its employees. This category 
includes land, buildings, machinery, 
equipment, furniture, automobiles and 
trucks. The generally accepted method 
for reporting fixed assets is cost minus 
the depreciation accumulated through the 
date of the balance sheet. Depreciation 
will be defined and explained further 

in discussing the next topic. 


Property, Plant and Equipment: 


Land $30,000 
Buildings 125,000 
Machinery 200,000 
Leasehold improvements 15,000 
Furniture, fixtures, etc. 15,000 

7 Total property, plant 
and equipment $385,000 


RARER RRL 


The figure displayed is not intended 

to reflect present market value or 
replacement cost, since generally there 
is no intent to sell or replace these 
assets in the near term. The cost to 
ultimately replace plant and equipment 
at some future date might, and probably 
will, be higher. 


Depreciation 

This is the practice of charging to, or 

expensing against income, the cost of 
a fixed asset over its estimated useful 
life. (Estimated useful life is the pro- 


jected period of time over which an 
asset is expected to have productive or 
continuing value to its owner.) 
Depreciation has been defined for 
accounting purposes as the decline in 
useful value of a fixed asset due to 
“wear and tear” from use and the 
passage of time. 


The cost of acquired property, plant and 
equipment must be allocated over its 
expected useful life, taking into 
consideration the factors discussed 
above. For example, suppose a delivery 
truck costs $10,000 and is expected to 
last five years. Using the “straight-line 
method of depreciation” (equal periodic 
depreciation charges over the life of the 
asset), $2,000 of the truck’s cost is 
charged or expensed to each year’s 
income statement. The balance sheet at 
the end of one year would show: 


(Actual Amounts Used) 


Truck (cost) $10,000 
Less: 
accumulated depreciation (2,000) 
Net depreciated cost $ 8,000 


At the end of the second year it would 
show: 


(Actual Amounts Used) 
Truck (cost) $10,000 
Less: 

accumulated depreciation (4,000) 


—$.6,000 


Net depreciated cost 
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In Typical’s balance sheet, an amount 

is shown for accumulated depreciation. 
This amount is the total of accumulated 
depreciation for buildings, machinery, 
leasehold improvements and furniture 
and fixtures. Land is not subject to 
depreciation, and, generally, its reported 
balance remains unchanged from year 
to year at the amount for which it was 
acquired. 


8 Less: accumulated 
depreciation $125,000 
Thus, net property, plant and equipment is 
the amount reported for balance-sheet pur- 
poses of the investment in property, plant 
and equipment. As explained previously, 
it consists of the cost of the various assets 
in this classification, less the depreciation 
accumulated to the date of the financial 
statement (net depreciated cost). 


9 Net Property, Plant 


and Equipment $260,000 


Depletion is a term used primarily by min- 
ing and oil companies or any of the so- 
called extractive industries. Since Typical 
Manufacturing is not in any of these busi- 
nesses, depletion is not shown in its finan- 
cial statements. To “deplete” means to 
exhaust or use up. As oil or other natural 
resources are used up or sold, depletion is 
recorded (as a charge against income and 
a reduction from its cost) to recognize the 
amount of natural resources sold, 
consumed or used to date. 


Deferred Charges 


Deferred charges are expenditures for 
items that will benefit future periods 
beyond one year from the balance-sheet 
date; for example, costs for introduction 
of a new product to the market or the 
opening of a new location. Deferred 
charges are similar to prepaid expenses, 
but are not included in current assets 
because the benefit from such expendi- 
tures will be reaped over periods after 
one year from the balance-sheet date. 
(To “defer” means to put off or postpone 
to a future time.) The expenditure incurred 
will be gradually written off over the future 
period(s) that benefit from it, rather than 
fully charged off in the year payment is 
made. Typical’s balance sheet shows no 
deferred charges because it has none. 
Deferred charges would normally be 
included just before Intangibles in the 
Assets section of the balance sheet. 


Intangibles 

Intangible assets (or “intangibles”) are 
assets having no physical existence, yet 
having substantial value to the company. 
Examples are a franchise to a cable TV 
company allowing exclusive service in 
certain areas, a patent for exclusive manu- 
facture of a specific article, a trademark or 
a copyright. 


Another intangible asset often found 

in corporate balance sheets is goodwill, 
which represents the amount by which 
the price of an acquired company exceeds 
the fair value of the related net assets 
acquired. This excess is presumed to be 
the value of the company’s name, reputa- 
tion, customer base, intellectual capital and 
workforce (their know-how, experience, 
managerial skills and so forth.) 
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intangible assets reported on the balance 
sheet are generally those purchased from 
others. Intangible assets are amortized 
(gradually reduced or written off, a process 
referred to as amortization) by periodic 
charges against income over their estimat- 
ed useful lives, but in no case for longer 
than 40 years. The value of Typical’s intan- 
gible assets, reduced by the total amount 
of these periodic charges against income 
(accumulated amortization), results in a 
figure for Typical’s net intangible assets. 


10 Intangibles 


(goodwill, patents) — $ 2,250 
Less: accumulated 
amortization 300 


Net intangible assets 


$1,950 


Investment Securities 

Investments in debt securities are carried 
at amortized cost only when they qualify 
as “held-to-maturity.” To so qualify, the 
investor must have the positive intent and 
the ability to hold those securities until 
they mature. Early in 19X9, Typical pur- 
chased on the New York Stock Exchange 
mortgage bonds issued by one of its major 
suppliers. These bonds are due in full in 
five years and bear interest at 8% per year. 
In 19X9, the issuer made an unscheduled 
principal prepayment of $50. Since Typical 
intends to maintain a continuing relation- 
ship with this supplier and to hold the 
bonds until they mature—and appears 

to have the financial strength to do so— 
this investment is classified as “held- 
to-maturity.” 


11 Investment securities, at cost 


8% mortgage bonds due 


19Y4, original cost $350 
Less: principal prepayment 

in 19X9 __(50) 
Investment securities 

at amortized cost 300 


However, this investment must also be 
reviewed to ensure that it is probable that 
all contractually specified amounts are 
fully collectible. If not fully collectible, this 
investment would be considered perma- 
nently impaired. If such permanent 
impairment were found to exist, it would 
be necessary to write this investment down 
to its fair value. In this case, however, the 
issuer is in a strong financial condition. 
This is evidenced in two ways. First, the 
issuer made an unscheduled prepayment 
of principal. Second, the property values 
have increased significantly where this 
well-maintained plant that secures these 
bonds is located. As such, there is no 
reason to suspect that all contractual 
amounts will not be collected. Thus, 

there is no impairment, and no write 
down is necessary. 


TOTAL ASSETS 

All of these assets (line items 1 to 11), 
added together, make up the figure for 
the line item “Total Assets” in Typical’s 
balance sheet. 


12 Total Assets $668,050 
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LIABILITIES AND SHAREHOLDERS’ EQUITY 


CURRENT LIABILITIES 


A current liability, in general, is an 
obligation that is due and payable within 
12 months. The “current liabilities” item 
in the balance sheet is a companion to 
“current assets” because current assets are 
the source for payment of current debts. 
The relationship between the two is 
revealing. This relationship will be 
explored more closely a bit later. For 
now, however, the discussion will focus 
on the definition of the components of 
current liabilities. 


Accounts Payable 

Accounts payable is the amount the com- 
pany owes to its regular business creditors 
from whom it has bought goods or ser- 
vices on open account. 


13 Accounts payable $60,000 


Notes Payable 

lf money is owed to a bank, individual, 
corporation or other lender under a 
promissory note, and it is due within one 
year of the balance sheet date, it appears 
under notes payable. |t is evidence that 
the borrower named in the note is respon- 
sible for carrying out its terms, such as 
repaying the loan principal plus any inter- 
est charges. Notes may also be due after 
one year from the balance-sheet date 
when they would be included in long- 
term debt. 


14 Notes payable $51,000 


Accrued Expenses 

As discussed, accounts payable are 
amounts owed by the company to its 
regular business creditors for routine 
purchases. The company also owes, on 
any given day, salaries and wages to its 
employees, interest on funds borrowed 
from banks and bondholders, fees to 
attorneys and similar items. The total 
amount of such items owed, but unpaid at 
the date of the balance sheet, are grouped 
as a total under accrued expenses. 


15 Accrued expenses $30,000 


income Taxes Payable 

Income taxes payable are the amounts 
due to taxing authorities (such as the 
Internal Revenue Service and various state, 
foreign and local taxing agencies) within 
one year from the balance-sheet date. For 
financial-reporting purposes, they are 
treated the same as an accrued expense. 
However, companies that owe a material 
amount of taxes, as Typical does here, 
often report income taxes payable as a 
separate line item under the Current 
Liabilities caption in the balance sheet. 


16 Income taxes payable $17,000 
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THE BALANCE SHEET 


(Dollars in Thousands, Except Per-Share Amounts) 


Liabilities and Shareholders’ Equity 


Liabilities: 


Current Liabilities: 


13 
14 
BS) 
16 
17 
18 


Accounts payable 

Notes payable 

Accrued expenses 

Income taxes payable 

Other liabilities 

Current portion of long-term debt 


19 Total Current Liabilities 


Long-term Liabilities: 


20 
21 
22 


Deferred income taxes 
9.12% debentures payable 2010 
Other long-term debt 


23 Total Liabilities 


Shareholders’ Equity: 


24 


25 


26 
27 
28 
29 


30 


Preferred stock, $5.83 cumulative, 
$100 par value; authorized, issued 
and outstanding: 60,000 shares 

Common stock, $ 5.00 par value, 
authorized: 20,000,000 shares; 
issued and outstanding: 
19X9 — 15,000,000 shares, 
19X8 — 14,500,000 shares 


Additional paid-in capital 
Retained earnings 
Foreign currency translation adjustments (net of tax) 
Unrealized gain on available-for-sale securities 
(net of taxes) 


Less: Treasury stock at cost 
(19X9 and 19X8 — 1,000 shares) 


31 Total Shareholders’ Equity 


32 Total Liabilities and Shareholders’ Equity 
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19X9 


$60,000 
51,000 
30,000 
17,000 
12,000 
6,000 


176,000 


16,000 
130,000 


322,000 


6,000 


75,000 
20,000 
249,000 
1,000 


50 


(5,000) 


346,050 


$668,050 


December 31 


19X8 


$57,000 
61,000 
36,000 
15,000 
12,000 


181,000 


9,000 
130,000 
6,000 


326,000 


6,000 


72,500 
13,500 
219,600 
(1,000) 


(5,000) 
305,600 
$631,600 


THE BALANCE SHEET 


Other Current Liabilities 

Simply stated, these are any other liabili- 
ties that are payable within 12 months, but 
which haven't been captured in any of the 
other specific categories presented as Cur- 
rent liabilities in the balance sheet. 


17 Other liabilities $12,000 


Current Portion of Long-Term Debt 
Current portion of long-term debt repre- 
sents the amount due and payable within 
12 months of the balance-sheet date under 
all long-term (longer than one year) bor- 
rowing arrangements. In Typical’s case, 
this is the scheduled repayment of a 
$6,000 five-year note taken out by Typical 
four years ago and due next year. If Typical 
had a long-term borrowing calling for 
monthly payments (on a mortgage, for 
example), the sum of the principal pay- 
ments due in the 12 months following the 
balance-sheet date would appear here. 


18 Current portion 


of long-term debt $6,000 


TOTAL CURRENT LIABILETTES 


19 Total Current Liabilities $176,000 


Finally, the “Total Current Liabilities” item 
sums up all of the items listed under this 
classification. 


LONG-TERM LIABILITIES 


Current liabilities include amounts due 
“within one year” from the balance-sheet 
date. Long-term liabilities are amounts 
due “after one year” from the date of the 
financial report, such as unfunded retiree 


= 


benefit obligations. (Typical’s balance 
sheet does not show this obligation.) 


Deferred Income Taxes 

One of the long-term liabilities on the sample 
balance sheet is deferred income taxes. 
Deferred income taxes are tax liabilities a 
company may postpone paying until some 
future time, often to encourage activities for 
the public’s good. The opposite of deferred 
income tax liabilities are deferred income tax 
assets. They are future income tax credits rec- 
ognized in advance of actually receiving 
them. Typical has not recorded any future 
income tax credit assets. 


The government provides businesses with tax 
incentives to make certain kinds of investments 
that will benefit the economy as a whole. For 
instance, for tax-reporting purposes, a cCompa- 
ny can take accelerated depreciation deduc- 
tions on its tax returns for investments in plant 
and equipment while using less rapid, more 
conventional depreciation for financial- 
reporting purposes. These rapid write-offs for 
tax purposes in the early years of investment 
reduce the amount of tax the company would 
otherwise owe currently (within 12 months) 
and defer payment into the future (beyond 12 
months). However, at some point, the taxes 
must be paid. To recognize this future liability, 
companies include a charge for deferred 
taxes in their provision for tax expense in 

the income statement and show what the tax 
provision would be without the accelerated 
write-offs. The liability for that charge is 
reported as a long-term liability since it relates 
to property, plant and equipment (a noncur- 
rent or long-term asset). [The classification of 
deferred tax amounts follows the classification 
of the item that gives rise to it.] 


20 Deferred income taxes $16,000 
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Debentures 

The other long-term liability with a bal- 
ance on Typical’s 19X9 balance sheet is 
the 9.12% debentures due in 2010. The 
money was received by the company as a 
loan from the bondholders, who in turn 
were given certificates called bonds, as 
evidence of the loan. The bonds are really 
formal promissory notes issued by the 
company, which it agreed to repay at 
maturity in 2010 and on which it agreed 
to pay interest at the rate of 9.12% per 
year. Bond interest is usually payable 
semiannually. Typical’s bond issue is 
called a debenture because the bonds 
are backed only by the general credit of 
the corporation rather than by specific 
company assets. 


Companies can also issue secured debt 
(for example, mortgage bonds), which 
offers bondholders an added safeguard 
because they are secured by a mortgage 
on all or some of the company’s property. 
If the company is unable to pay the bonds 
when they are due, holders of mortgage 
bonds have a claim or lien before other 
creditors (such as debenture holders) on 
the mortgaged assets. In other words, 
these assets may be sold and the proceeds 
used to satisfy the debt owed the mortgage 
bondholders. 


21 9.12% debentures 


Other Long-Term Debt 


Other long-term debt includes all debt 
due after one year from the balance-sheet 
date other than what is specifically report- 
ed elsewhere in the balance sheet. In 
Typical’s case, this debt is a $6,000, 
single-payment loan made four years ago, 
which is scheduled for payment in full 
next year. This loan was reported as long- 
term debt at the end of 19X8 and, since 
it is payable in full next year, and it no 
longer qualifies as a long-term liability, is 
reported as current portion of long-term 
debt at the end of 19X9. 


22 Other long-term debt _ 


TOTAL LIABILITIES 

Current and long-term liabilities are 
summed together to produce the figure 
reported on the balance sheet as “Total 
Liabilities.” 


23 Total Liabilities $322,000 


SHAREHOLDERS’ EQUITY 


This item is the total equity interest that 
all shareholders have in this corporation. 
In other words, it is the corporation’s net 
worth or its assets after subtracting all 

of its liabilities. This is separated for legal 


payable 2010 $130,000 and accounting reasons into the categories 
discussed on the following pages. 
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Capital Stock 

Capital stock represents shares in the own- 
ership of the company. These shares are 
represented by the stock certificates issued 
by the corporation to its shareholders. 

A corporation may issue several different 
classes of shares, each class having slightly 
different attributes. 


Preferred Stock 

Preferred stock is an equity ownership 
interest that has preference over common 
shares with regard to dividends and the 
distribution of assets in case of liquidation. 
Details about the preferences applicable 
to this type of stock can be obtained from 
provisions in a corporation’s charter. 


In Typical’s case, the preferred stock is 

a $5.83 cumulative $100 par value. 

(Par value is the nominal or face value 

of a security assigned to it by its issuer.) 
The $5.83 is the yearly per-share dividend 
to which each preferred shareholder is 
entitled before any dividends are paid to 
the common shareholders. “Cumulative” 
means that if in any year the preferred 
dividend is not paid, it accumulates (con- 
tinues to grow) in favor of preferred share- 
holders. The total unpaid dividends must 
be declared and paid to these sharehold- 
ers when available and before any divi- 
dends are distributed on the common 
stock. Generally, preferred shareholders 
have no voice in company affairs unless 
the company fails to pay them dividends 
at the promised rate. 


24 Preferred stock, $5.83 cumulative, 
$100 par value; authorized 
issued and outstanding: 


60,000 shares $6,000 


Common Stock 


Although preferred shareholders are enti- 
tled to dividends before common share- 
holders, their entitlement is generally lim- 
ited (in Typical’s case to $5.83 per share, 
annually). Common stock has no such 
limit on dividends payable each year. In 
good times, when earnings are high, divi- 
dends may also be high. And when earn- 
ings drop, so may dividends. Typical’s 
common stock has a par value of $5.00 
per share. In 19X9, Typical sold 500,000 
shares of stock for a total of $9,000. Of 
the $9,000, $2,500 is reported as common 
stock (500,000 shares at a par value of 
$5.00). The balance, $6,500, is reported 
as additional paid-in capital, as discussed 
under the next heading. When added to 
the prior year-end’s common stock bal- 
ance of $72,500, the $2,500 brings the 
common stock balance to $75,000. 


25 Common stock, $5.00 par value, 
authorized: 20,000,000 shares; 
issued and outstanding: 


15,000,000 shares $75,000 


Additional Paid-tn Capital 

Additional paid-in capital is the amount 
paid by shareholders in excess of the par 
or stated value of each share. In 19X9, 
paid-in capital increased by the $6,500 
discussed in the previous paragraph. 
When this amount is added to last year’s 
ending balance of $13,500, additional 
paid-in capital at Dec. 31, 19X9, comes 
to $20,000. 


26 Additional paid-in capital $20,000 
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Retained Earnings are declared on the common, the balance 


When a company first starts in business, sheet will show retained earnings of 

it has no retained earnings. Retained earn- $79,900. In the second year, if profits are 
ings are the accumulated profits the com- $140,000 and Typical pays $200 in divi- 
pany earns and reinvests or “retains” in dends on the preferred and $400 on the 
the company. (In less successful compa- common, retained earnings will be 

nies where losses have exceeded profits $219,300. 


over the years, those accumulated net 
losses will be reported as an “accumulated 
deficit’) In other words, retained earnings 
increase by the amount of profits earned, 
less dividends declared to shareholders. 

If, at the end of its first year, profits are 
$80,000, dividends of $100 are paid 

on the preferred stock, and no dividends 27 Retained earnings $249,000 


The Dec. 31, 19X9, balance sheet for 
Typical shows the company has accumu- 
lated $249,000 in retained earnings. The 
table below presents retained earnings 
from start-up through the end of 19X9. 


Calculation: Accumulated Retained Earnings 
Balance at start-up $0 
Profit in year 1 80,000 
Preferred dividends in year 1 (100) 


Retained earnings: End of year 1 79,900 

Profit in year 2: 140,000 

Dividends in year 2 Preferred (200) 
Common (400) 


Retained earnings: 
Aggregate profits: 


Aggregate dividends: 


Retained earnings: 
Net income: 


Dividends: 


Retained earnings: 


End of year 2 
Year 3 through 19X8 
Year 3 through 19X8 


12/31/X8 and 1/1/X9 
19X9 

19X9 

Preferred 


Common 


12/31/X9 
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219,300 
800,000 
(799,700) 


219,600 
47,750 


(350) 


(18,000) 


$249,000 


THE BALANCE SHEET 


Foreign Currency Translation 
Adjustments (Net of Taxes) 


When a company has an ownership inter- 
est in a foreign entity, it may be required 
to include that entity’s results in the com- 
pany’s consolidated financial statements. 
If that requirement applies, the financial 
statements of the foreign entity (prepared 
in foreign currency) must be translated 
into U.S. dollars. The gain or loss resulting 
from this translation, after the related tax 
expense or benefit, is reflected as a sepa- 
rate component of shareholders’ equity 
and is called foreign currency translation 
adjustments. This adjustment should be 
distinguished from conversion gains or 
losses relating to completed transactions 
that are denominated in foreign curren- 
cies. Conversion gains or losses are 
included in a company’s net income. 


28 Foreign currency translation 


adjustments (net of taxes) $1,000 


Unrealized Gain on Avatlable- 
for-Sale Securities (Net of Taxes) 
Unrealized gain/loss is the change in the 
value (gain or loss) of securities classified 
as “available-for-sale” that are still being 
held. In Typical’s case, this represents the 
difference (a gain here) between the cost 
(or previously reported fair market value) 
of investment securities classified as 
“available-for-sale” held at the balance- 
sheet date and their fair market value at 
that time. Since Typical still holds these 
securities and has not yet sold them, such 
differences have not been realized. As 
such, this unrealized amount is not includ- 
ed in the determination of current income. 
However, since these securities must be 
reported at their fair market value, the 
changes in that fair market value since 
purchase (or the previously report date) 
are reported, after the related income tax 


—_ 


expense or benefit, as a separate cCompo- 
nent of shareholders’ equity. On Dec. 31, 
19X9, the total fair market value of these 
securities exceeded their cost by $65. 
However, that gain would have increased 
tax expense by $15, producing a net 
unrealized gain of $50. If these securities 
are sold, the difference between their 
original cost and the proceeds from 

such sale will be a realized gain or loss 
included in the determination of net 
income in that period. 


29 Unrealized gain on available- 
for-sale securities (net of taxes) $50 


Treasury Stock 

When a company buys its own stock 
back, that stock is recorded at cost and 
reported as treasury stock. (It is called 
treasury stock because after being reac- 
quired by the company, it is returned to 
the company’s treasury. The company 
can then resell or cancel that stock.) 
Treasury stock is reported as a deduction 
from shareholders’ equity. Any gains or 
losses on the sale of such shares are 
reported as adjustments to shareholders’ 
equity, but are not included in income. 
Treasury stock is not an asset. 


30 Less: treasury stock at cost ($5,000) 


Total Shareholders’ Equity 

“Total Shareholders’ Equity” is the sum 
of stock (less treasury stock), additional 
paid-in capital, retained earnings, foreign 
currency translation adjustments and 
unrealized gains on investment securities 
available for sale. 


31 Total Shareholders’ 


Equity $346,050 


T2 w RES.27 


© WorldatWork. All rights reserved. 


Just WHAT Does THE BALANCE SHEET SHOW? 


To analyze balance-sheet figures, investors 
look to certain financial statement ratios 
for guidance. (A financial statement ratio 
is the mathematical relationship between 
two or more amounts reported in the 
financial statements.) One of their con- 
cerns is whether the business will be able 
to pay its debts when they come due. 
Analysts are also interested in the compa- 
ny’s inventory turnover and the amount of 
assets backing corporate securities (bonds 
and preferred and common stock), along 
with the relative mix of these securities. 
The following section will discuss some 
ratios and calculations used for balance- 
sheet analysis. 


WORKING CAPITAL 


One very important balance-sheet concept 
is working capital. This is the difference 
between total current assets and total 
current liabilities. Remember, current 
liabilities are debts due within one 
year of the balance-sheet date. The 
source from which those debts are 
paid is current assets. Thus, working 
capital represents the amount of 
current assets that is left if all current 


debts are paid. 


16 Current assets 
19 Current liabilities $176,000 1 


For Typical this is: 


6 Current assets $405,800 
19 Less: current liabilities (176,000) 
Working capital $229,800 


Generally, companies that maintain a 
comfortable amount of working capital 
are more attractive to conservative 
investors. A company’s ability to meet 
obligations, expand volume and take 
advantage of opportunities is often deter- 
mined by its working capital. Year-to-year 
increases in working capital are a positive 
sign of a company’s growth and health. 


Current Ratio 


What is a comfortable amount of working 
capital? Analysts use several methods to 
judge whether a company has adequate 
working capital. To interpret the current 
position of a company being considered as 
a possible investment, the current ratio may 
be more useful than the dollar total of work- 
ing capital. The first rough test is to compare 
the current assets figure to the total current 
liabilities. Although there is considerable 
variation among different types of compa- 
nies, and the relationship is significant only 
when comparisons are made between com- 
panies in the same industry, a current ratio 
of 2-to-1 is generally considered adequate. 
This means that for each $1 of current liabil- 
ities, there are $2 in current assets. 


To find the current ratio, divide current 
assets by current liabilities. In Typical’s 
balance sheet: 


$405,800 = 2.31 or 2.3 to 1 


Thus, for each $1 of current liabilities, there 
is $2.31 in current assets to back it up. There 
are so many different kinds of companies, 
however, that this test requires a great deal 
of modification if it is to be really helpful in 
analyzing companies in different industries. 
Generally, companies that have a small 
inventory and accounts receivable that are 
quickly collectible can operate safely with a 
lower current ratio than companies having a 
greater proportion of their current assets in 
inventory and that sell their products on 
extended credit terms. 


HOW QUICK IS QUICK? 

In addition to working capital and the cur- 
rent ratio, another way to test the adequacy 
of working capital is to look at quick assets. 
What are quick assets? They're the assets 
available to cover a sudden emergency— 
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assets that could be taken to the bank right 
away, if necessary. They are those current 
assets that are quickly convertible into cash. 
This excludes merchandise inventories, 
because such inventories have yet to be 
sold and are not quickly convertible into 
cash. Accordingly, quick assets are current 
assets minus inventories, prepaid expenses 
and any other illiquid current assets. 


6 Current assets $405,800 
4 Less: inventories (180,000) 
5 Less: prepaid expenses (4,000) 

Quick assets $221,800 


The quick assets ratio is found by dividing 
quick assets by current liabilities. 


This means that, for each $1 of current liabili- 
ties, there is $1.26 in quick assets available. 


Quick assets 
19 Current liabilities $176,000 1 


Net quick assets are found by taking the 
quick assets and subtracting the total current 
liabilities. A well-positioned company 
should show a reasonable excess of quick 
assets over current liabilities. This provides a 
rigorous and important test of a company’s 
ability to meet its obligations. 


$221,800 = 1.26 or 1.26 to 1 


DEBT TO EQUITY 


A certain level of debt is acceptable, but 
too much is a sign for investors to be cau- 
tious. The debt-to-equity ratio is an indi- 
cator of whether the company is using 
debt excessively. For Typical, the debt-to- 
equity ratio is computed as follows: 


23 Total Liabilities $322,000 
31 Total Shareholders’ Equity $346,050 


A debt-to-equity ratio of .93 means the 

company is using 93 cents of liabilities 

for every dollar of shareholders’ equity 

in the business. Normally, industrial com- 

panies try to remain below a maximum 

of a 1-to-1 ratio, to keep debt at a level 

that is less than the investment level of the 

owners of the business. Utilities, service 

companies and financial companies often 
operate with much higher ratios. 


INVENTORY TURNOVER 

How much inventory should a 
company have on hand? That 
depends on a combination of 
many factors including the type of 
business and the time of the year. 
An automobile dealer, for example, 
with a large stock of autos at the 
height of the season is in a strong 
inventory position; yet that same 
inventory at the end of the season 


Quick assets $221,800 represents a weakness in the 
19 Less: current liabilities (176,000) dealer’s financial condition. 
Net quick assets $45,800 
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= .93 


JUST WHAT Does THE BALANCE SHEET SHOW? 


One way to measure the 


Calculation 1: 


adequacy and balance of 12 Total assets $668,050 
inventory is to compare it 10 Less: intangibles (1,950) 
with the cost of sales for Total tangible assets 666,100 
the year to determine the 19 Less: current liabilities (176,000) 
inventory turnover. This Net tangible assets available to 

tells us how many times a meet bondholders’ claims $490,100 


year goods purchased by a 
company are sold to its 
customers. Typical’s cost of 
sales for the year is 
$535,000, which is divid- 
ed by average inventory for the year of 
$182,500 (inventory at 12/31/X8 of 
$185,000 + inventory at 12/31/X9 of 
$180,000, divided by 2) to determine 
turnover. Thus, turnover is 2.9 times 
($535,000 + $182,500), meaning that 
goods are bought, manufactured and sold 
out almost three times per year. (If this 
information is not readily available in 
some published statements, some analysts 
look instead for sales related to inventory.) 
“Inventory as a percentage of current 
assets” is another comparison that may be 
made. In Typical’s case, the inventory of 
$180,000 represents 44% of the total cur- 
rent assets, which amounts to $405,800. 


BOOK VALUE OF SECURITIES 


Net book value or net asset value 

is the amount of corporate 

assets backing a bond or a common or 
preferred share. Intangible assets are 
sometimes included when 
computing book value. 
However, the following cal- 
culations will focus on the 
more conservative net fan- 
gible book value. Here's 
how to calculate values for 
Typical’s securities. (Refer 
to Calculations 1 to 4.) 


Calculation 2: 

12 Total assets 

10 Less: intangibles 
Total tangible assets 

19 Less: current liabilities 

20, 21, 22 Long-term liabilities 

Net tangible assets underlying 
the preferred stock 


(Actual Amounts Used) 


$490,100,000 
130,000 (bonds outstanding) $1,000 bond outstanding 


= $3,770 net asset value per 


Net Asset Value per Bond 

To state this figure conservatively, intangi- 
ble assets are subtracted as if they have 
no value on liquidation. Current liabilities 
of $176,000 are considered paid. This 
leaves $490,100 in assets to pay the 
bondholders. So, $3,770 in net asset 
value protects each $1,000 bond. 

(See Calculation 1 above.) 


Net Asset Value per Share 

of Preferred Stock 

To calculate net asset value of a preferred 
share, start with total tangible assets, con- 
servatively stated at $666,100 (eliminating 
$1,950 of intangible assets). Current liabil- 
ities of $176,000 and long-term liabilities 
of $146,000 are considered paid. This 
leaves $344,100 of assets protecting the 
preferred. So, $5,735 in net asset value 
backs each share of preferred. 

(See Calculation 2 below.) 


$668,050 
(1,950) 

~ 666,100 
(176,000) 
(146,000) 


$344,100 


(Actual Amounts Used) 


$344,100,000 
60,000 (preferred shares outstanding) 


= $5,735 net asset value per 
preferred share 
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Book Value per Share of Common Stock 


The book value per share of common 
stock can be thought of as the amount of 
money each share would receive if the 
company were liquidated, based on bal- 
ance-sheet values. Of course, the bond- 
holders and preferred shareholders would 
have to be satisfied first. The answer, 
$22.54 book value per share of common 
stock, is arrived at as follows. (See 
Calculation 3 below.) 


Calculation 3: 


25 Common stock $75,000 
26 Additional paid-in capital 20,000 
27 Retained earnings 249,000 
28 Foreign-currency translation adjustments 1,000 


29 Unrealized gains on available-for-sale securities 50 


30 Treasury stock (5,000) 
Total Common Shareholders’ Equity 340,050 
10 Less: intangible assets (1,950) 


Total Tangible Common Shareholders’ Equity $338,100 


(Actual Amounts Used) 


$338,100,000 = $22.54 book value per common share 
15,000,000 (common shares outstanding) 


An alternative method of arriving at the 
common shareholders’ equity, conserva- 
tively stated at $338,100, is shown in 
Calculation 4 below. 


Calculation 4: 


12 Total assets $668,050 

10 Less: intangibles (1,950) 

Total tangible assets 666,100 

19 Less: current liabilities (176,000) 

20; 31, 829 

Long-term liabilities (146,000) 

24 Preferred stock (6,000) 
Net tangible assets available 

for common stock $338,100 


(Actual Amounts Used) 


$338,100,000 = $22.54 book value per common share 
15,000,000 (common shares outstanding) 
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Book-value figures, particularly of com- 
mon stocks, can be misleading. Profitable 
companies may show a very low net book 
value and very substantial earnings, while 
mature companies may show a high book 
value for their common stock but have 
such low or irregular earnings that the 
stock’s market price is lower than its book 
value. Insurance companies, banks and 
investment companies are often excep- 
tions. Because their assets are largely liq- 


uid (cash, accounts receivable 
and marketable securities), 
their common stock’s book 
value is sometimes a fair 
indication of market value. 


CAPITALIZATION RATIO 


The proportion of each kind of 
security issued by a company 
is the capitalization ratio. A 
high proportion of bonds 
sometimes reduces the attrac- 
tiveness of both the preferred 
and common stock, and too 
much preferred can detract 
from the common’s value. 


That’s because bond interest must be paid 
before preferred dividends, and preferred 
dividends before common dividends. 


Typical’s bond ratio is derived 
by dividing the face value of 
the bonds, $130,000, by the 
total value of bonds, preferred 
and common stock, additional 
paid-in capital, retained earn- 
ings, foreign currency transla- 
tion adjustments, unrealized 
gains on available-for-sale 
securities and treasury stock, 
less intangibles, which is 
$474,100. (See the Calculation 
on page 26.) This shows that 
bonds amount to about 27% of 
Typical’s total capitalization. 


Just WHat Dogs THE BALANCE SHEET SHOW? 


21 Debentures $130,000 
24 Preferred stock 6,000 
25 Common stock 75,000 
26 Additional paid-in capital 20,000 
27 Retained earnings 249,000 
28 Foreign currency 

translation adjustments 1,000 


29 Unrealized gains on 
available-for-sale securities 50 


30 Treasury stock (5,000) 
10 Less: intangibles (1,950) 
Total Capitalization $474,100 


The preferred stock ratio is found the 
same way—by dividing preferred stock 
of $6,000 by the entire capitalization of 
$474,100. The result is about 1%. 


a 


The common stock ratio will be the 
difference between 100% and the total of 
the bond and preferred stock ratio—or 
about 72%. The same result is reached by 
adding common stock, additional paid-in 
capital, retained earnings, foreign currency 
translation adjustments, unrealized gains 
on available-for-sale securities and trea- 
sury stock, less intangibles, and dividing 
the result by total capitalization. 


Amount Ratio 
21 Debentures $130,000 27% 
24 Preferred stock 6,000 1% 
10 & 25-30 
Common Shareholders Equity 
less intangibles 338,100 72% 


Total $474,100 100% 


THE INCOME STATEMENT 


The most important report for many 
analysts, investors or potential investors 
is the income statement. It shows how 
much the corporation earned or lost dur- 
ing the year. It appears with numbered 
line items on page 27 of this booklet. 


While the balance sheet shows the funda- 
mental soundness of a company by reflect- 
ing its financial position at a given date, 
the income statement may be of greater 
interest to investors: The reasons are 
twofold: 


# The income statement shows the record 
of a company’s operating results for the 
whole year. 


gf 


- It also serves as a valuable guide in 
anticipating how the company may do 
in the future. 


However, the income statement for a sin- 
gle year does not tell the whole story. The 
historical record for a series of years is 
more important than the figures for any 
single year. Typical includes two years in 
its income statement and gives a 10-year 
financial summary as well, which appears 
on pages 42 and 43. 


An income statement matches the rev- 
enues earned from selling goods and ser- 
vices or other activities against all the 
costs and outlays incurred to operate the 
company. The difference is the net income 
(or loss) for the year. The costs incurred 
usually consist of: Cost of sales; selling, 
general and administrative expenses, such 
as wages and salaries, rent, supplies and 
depreciation; interest on money borrowed; 
and taxes. 
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THE INCOME STATEMENT 
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CONSOLIDATED INCOME STATEMENTS 


(Dollars in Thousands, Except Per-Share Amounts) 


Years Ended December 31 


eee): meee 
33 Net sales $765,050 $725,000 
34 Cost of sales 535,000 517,000 
35 Gross margin 230,050 208,000 
Operating expenses: 
36 Depreciation and amortization 28,050 25,000 
37 Selling, general and administrative expenses 96,804 109,500 
38 Operating income 105,196 73,500 
Other income (expense): 
39 Dividend and interest income 5,250 10,000 
40 Interest expense (16,250) (16,750) 
41 Income before income taxes and extraordinary loss 94,196 66,750 
42 Income taxes 41,446 26,250 
43 Income before extraordinary loss 52,750 40,500 
44 Extraordinary item: Loss on earthquake 
destruction (net of income tax benefit of $750) (5,000) — 
45 Net income $47,750 $40,500 
46 Earnings per share of common stock before ok | 
extraordinary loss $3.55 $2.77 
47 Earnings per share—extraordinary loss (.34) _- 
48 Net income per common share $3.21 $2.77 
Net Sales 33 Net sales $765,050 
The most important source of revenue is 
usually the first item on the income state- Cost of Sales 


ment. It represents the primary source of 
revenue earned by the company from its 
customers for goods sold or services ren- 
dered. In Typical Manufacturing’s income 
statement, it is shown as “net sales.” The 
“net sales” item includes the amount 
reported after taking into consideration 
returned goods and allowances for price 
reductions or discounts. By comparing net 
sales between 19X9 and 19X8, we see that There are three basic components of product 
sales increased in XXXX. cost: (1) Direct materials, (2) direct labor 


In a manufacturing establishment, cost of 
sales represents all the costs the company 
incurs to purchase and convert raw materi- 
als into the finished products that it sells. 
These costs are commonly known as prod- 
uct costs. “Product costs” are those costs that 
can be identified with the purchase or man- 
ufacture of goods made available for sale. 
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and (3) manufacturing overhead. Direct 
materials and direct labor costs can be 
directly traced to the finished product. For 
example, for a furniture manufacturer, 
lumber would be a direct material cost 
and carpenter wages would be a direct 
labor cost. Manufacturing overhead costs, 
while associated with the manufacturing 
process, cannot be traceable to the fin- 
ished product. Examples of manufacturing 
overhead costs are costs associated with 
operating the factory plant (rent, electrici- 
ty, supplies, depreciation, maintenance 
and repairs and the salaries of production 
supervisors). 


34 Cost of sales $535,000 


Gross Margin 

Gross margin is the excess of sales over 
cost of sales. It represents the actual direct 
profit from sales after considering product 
costs. Comparing period-to-period gross 
margin trends in absolute dollars is a use- 
ful analytical tool. So, too, is comparing 
the gross margin percentage (computed 
by dividing gross margin by net sales) from 
year to year. 


$230,050 
Gross margin percentage 30% 
($230,050 + $765,050) 


35 Gross margin 


Jangible Depreciation and 
Non-tangible Amortization 

Each year’s decline in value would be 
captured here. Amortization, as reported 
in this line item, represents the decline in 
useful value of an intangible, such as a 
17-year patent. 


36 Depreciation and 


Selling, General and 

Administrative Expenses 

These expenses are generally grouped sep- 
arately from cost of sales so that the reader 
of an income statement may see the extent 
of selling and administrative costs. These 
include expenses such as: sales agents’ 
salaries and commissions; advertising and 
promotion; travel and entertainment; exec- 
utives’ salaries, office payroll; and office 
expenses. 


37 Selling, general and 


administrative expenses $96,804 


Operating Income 
Subtracting all operating expenses from the 
gross margin determines operating income. 


38 Operating income $105,196 


Dividend and Interest income 


An additional source of revenue comes from 
dividends and interest received by the com- 
pany from its investment in stocks and bonds. 


39 Dividends and 


interest income $5,250 


Interest Expense 

The interest earned by bondholders for 
the use of their money is sometimes 
referred to as a “fixed charge.” That's 
because the interest must be paid year 
after year whether the company is making 
money or losing money. Interest differs 
from dividends on stocks, which are 
payable only if the board of directors 
declares them. Interest paid is another 
cost of doing business, and is deductible 


amortization $28,050 from earnings in order to arrive at a base 
for the payment of income taxes. 
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Typical’s interest expense comes from three 
sources: (1) Notes payable, (2) debentures 
and (3) other long-term debt (which 
became current portion of long-term debt 
at this year-end). The notes payable, with 
an average outstanding balance for the 
year of $56,000 at 7% interest, incur an 
interest charge of $3,920; the debentures, 
bearing interest at 9.12% on the $130,000 
balance, incur interest expense of 
$11,856; and the $6,000 of other long- 
term debt at 7.9% incurs interest of $474. 


40 Interest expense $16,250 


Income Taxes 

Each corporation has an “effective tax 
rate,” which depends on the level and 
nature of its income. Large corporations 
like Typical Manufacturing are subject to 
the top statutory corporate income tax 
rate. tlowever, tax credits, tax-free income 
and nondeductible expenses tend to 
change the overall tax rate. Typical’s 
income before taxes and extraordinary loss 
is $94,196; its tax comes to $41,446. 


41 Income taxes $41,446 
Income Before Extraordinary Loss 
“Income before extraordinary loss” for the 
year is the amount by which all revenues 
exceed all expenses. Extraordinary gains 
or losses (as defined by GAAP ) are 
excluded from this determination. 


42 Income before 
income taxes and 


extraordinary loss $94,196 
43 Income before 
extraordinary loss $52,750 


Extraordinary Items 
Under usual conditions, the above income of 


$52,750 would be the end of the story. 
However, there are years in which compa- 
nies experience unusual and infrequent 
events called extraordinary items. For exam- 
ple, an extraordinary item would be crop 
destruction by a hail storm in an area where 
hail storms are rare. In this case, one of 
Typical’s manufacturing sites was destroyed 
by an earthquake. Since this event is not 
expected to recur, it is isolated on a separate 
line, net of its tax effect. Its earnings per share 
impact is also separated from the earnings 
per share attributable to “normal” operations. 


44 Extraordinary item: loss 
on earthquake destruction 
(net of tax benefit of $750) ($5,000) 


Net Income—-the “Bottom Line” 


Once all income and costs, including 
extraordinary items, are considered, net 
income (or loss) is determined. 


45 Net income $47,750 


Other Items 

Three other items that do not apply to 
Typical could appear on an income state- 
ment. First, suppose Typical were heavily 
involved in research and development 
(R&D) activities. In that event, Typical 
would be required to include the amount 
of R&D costs in the income statement or 
disclose it in the footnotes. 


Second, suppose Typical owned between 
20% and 50% of another company. In that 
case, Typical would have “significant influ- 
ence” over that company, but not “control” 
it. As such, it would have to account for that 
investment using the equity method and 
report its equity interest in that company in 
its financial statements. For example, suppose 
Typical’s share of that company’s earnings for 
the year were $1,200 and it received $700 in 
dividends from the company during that year. 
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In that event, Typical would have to include 
$1,200 on its income statement under the 
category “equity in the earnings of uncon- 
solidated subsidiaries.” Typical would also 
be required to increase its investment in 
that company to the extent of the earnings 
it picked up in its (i.e., Typical’s) income 
statement. However, this would be reduced 
by any dividends received, in this case 
$700, since the dividend represents a return 
of its investment. In this case, Typical’s bal- 
ance sheet would show a net increase in its 
investment in this company of $500. 


Third, suppose Typical owned a “consoli- 
dated” subsidiary (more than 50% 
ownership), in which it had less than a 
100% ownership interest. For example, say 
it owned 85% of that company. Any materi- 
al change in the related minority interest 
(15%), would have to be reported in the 
income statement or footnotes. A corre- 
sponding change in the cumulative minority 
interest would also have to be reported in the 
balance sheet, between long-term liabilities 
and stockholders’ equity. 


ANALYZING THE INCOME 
STATEMENT 
When used to make a few detailed com- 


parisons, the income statement will reveal 
a lot more information about a company’s 


19X9 Operating margin: 
38 $105,196 Operating income = 13.8% 
33 $765,050 Net sales 


operating results. For example, a prospective 
investor can determine the company’s oper- 
ating margin and how it has changed over 

the years. This determination can be made 


19X8 Operating margin: 
38 $73,500 Operating income = 10.1% 
33 $725,000 Net sales 


er 


by comparing operating income to net sales. 
To illustrate, in 19X9, Typical reported net 
sales of $765,050 and operating income 
of $105,196. 


This means that for each dollar of 19X9 
sales, 13.8¢ remained as a profit from 
operations. This figure is interesting, but is 
more significant when compared with the 
operating margin last year. 


Typical’s operating profit margin went 
from 10.1% to 13.8%, so business didn’t 
just grow, it became more profitable. 
Changes in operating margin can reflect 
changes in volume, efficiency, product 
line or types of customers served. 


Typical can also be compared with other 
companies in its field. If Typical’s operating 
margin is very low compared to others, it is 
an unhealthy sign. If it is high, there is a 
basis for optimism. 


Analysts also frequently use “operating cost 
ratio” for the same purpose. Operating cost 
ratio is the complement of the operating 
margin. Typical’s operating margin is 
13.8%. The operating cost ratio is 86.2%. 


Amount Ratio 
33 Net sales $765,050 100.0% 
34, 36, & 37 
Operating costs $659,854 86.2% 
38 Operating 
income $105,196 13.8% 


Net profit ratio is still another guide to indi- 
cate how satisfactory the year’s activities 
have been. In Typical’s case, the year’s net 
income was $47,750. The net sales for the 
year amounted to $765,050. Therefore, 
Typical’s income was $47,750 on $765,050 
of sales or: 


19X9 Net profit ratio: 
45 $47,750 Net income = 
33 $765,050 Net Sales 


6.2% 
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This means that this year, for every $1 of 
goods sold, 6.2¢ in profit was ultimately 
earned by the company. By comparing the 
net profit ratio from year to year for the 
same company and with other companies, 
profit progress can be evaluated. 


Last year, Typical’s net income was 
$40,500 on $725,000 in sales: 


19X8 Net profit ratio: 
45 $40,500 Net income = 
33 $725,000 Net Sales 


5.6% 


The operating margin, operating Cost ratio 
and net profit ratio—like the ratios examined 
for the balance sheet—provide general infor- 
mation about the company and help assess its 
future prospects. All these comparisons have a 
long-term significance because they provide 
useful information about the company’s fun- 
damental economic condition. Another ques- 
tion to ponder: Are Typical’s securities a good 
investment? Consideration of some additional 
factors can help provide an answer. 


INTEREST COVERAGE 


Typical’s debentures represent a very substan- 
tial debt, but they are due many years in the 
future. The yearly interest, however, is a fixed 
charge. How readily the company can pay 
the interest on this debt (i.e., the debt’s inter- 
est coverage) would be of great interest to an 
investor. (Interest coverage is number of 
times the annual interest on a debt obligation 
is covered by income for the year without 
considering interest on the debt and taxes.) 
More specifically, an investor would like to 
know if the borrowed funds have been put to 
good use, so that the earnings are adequate 
and thus available to meet interest costs. 


The available income representing the 
source for payment of the debenture interest 
is $106,052 (operating profit plus dividend 
and interest income less the interest 


expense on the other debt). The annual 
debenture interest amounts to $11,856. 
This means the debenture’s annual interest 
expense is covered 8.9 times. 


Number of times 

debenture interest earned: 

$106,052 Available income = 8.9 
$11,856 Debenture interest 


For a corporate bond (debenture) to be 
considered a safe investment, most ana- 
lysts say that the company should earn its 
bond interest requirement three to four 
times over. By these standards, Typical’s 
debentures have a fair margin of safety. 


WHAT ABOUT LEVERAGE? 

Financial leverage relates a company’s 
long-term debt and preferred stock to the 
company’s common equity. Sometimes a 
stock is said to be highly leveraged. What 
this simply means is that the company 
issuing the stock has a large proportion of 
bonds and preferred stock outstanding rel- 
ative to the amount of common stock. 


“High leverage” can work for or against a 
company depending on the earnings 
available to the common shareholders. 
Generally speaking, however, analysts 
consider highly leveraged companies to be 
risk-prone. A simple illustration will show 
why. Take, for example, a company with 
$10,000,000 of 4% bonds outstanding. If 
the company earns $440,000 before bond 
interest, there will only be $40,000 left for 
the common shareholders after payment of 
$400,000 bond interest ($10,000,000 at 4% 
equals $400,000). However, an increase of 
only 10% in earnings (to $484,000) will 
leave $84,000 for common stock divi- 
dends, or an increase of more than 100%. 
If there is only a small amount of common 
stock issued, the increase in earnings per 
share will appear very impressive. 
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But in this instance, it is also apparent that a 
decline of 10% in earnings (to $396,000) 
would wipe out everything available for the 
common shareholders. Moreover, it would 
also result in the company’s being unable to 
cover the full interest on its bonds without 
dipping into its cash reserves and retained 
earnings. This is the great danger of so- 
called highly leveraged companies. It also 
illustrates a fundamental weakness of compa- 
nies that have a disproportionate amount of 
debt. Conservative investors usually steer clear 
of highly leveraged companies, although they 
do appeal to people seeking a higher return 
who are willing to assume the risk. 


Typical Manufacturing, on the other hand, 
is not a highly leveraged company. In 
19X8, Typical incurred $11,856 in 
debenture interest and its income before 
extraordinary loss and this expense came 
to $52,356 ($40,500 + $11,856 = $52,356). 
This left $40,500 for the common and pre- 
ferred stockholders and retained earnings 
after recording this interest. 


Now look what happened this year. Net prof- 
it before extraordinary loss and debenture 
interest rose by $12,250 ([$52,750 + $11,856 
= $64,606] - $52,356 = $12,250) or about 
23%. Since the bond interest stayed the 
same, income before extraordinary loss and 
after recording this interest also rose $12,250. 
But that is about 30% of $40,500. While this 
is certainly not a dramatic example of lever- 
age, a 23% increase in pretax earnings 
generates a 30% increase in amounts avail- 
able for dividends or retained earnings. 
While this only illustrates the leverage effect 
of the interest on the debentures, similar 
calculations could be made to show the 
impact of the interest expense related to the 
other borrowings and total interest expense. 


PREFERRED DIVIDEND COVERAGE 


To calculate the preferred dividend 
coverage (the number of times preferred 


—_—___—_—_—_—_—_—_———___/Z/? —————_______[a— 


dividends were earned), net profit must be 
used as the base. That's because federal 
income taxes and all interest charges must 
be paid before anything is available for 
shareholders. Because the 60,000 shares 
of $100 par value preferred stock pay a 
per share dividend of $5.83, the total divi- 
dend requirement for the preferred stock is 
$350. Dividing the net income of 
$47,750, by this figure yields approxi- 
mately 136.4, which means that the divi- 
dend requirement of the preferred stock 
has been earned more than 136 times 
over. This ratio is so high primarily 
because Typical has only a relatively small 
amount of preferred stock outstanding. 


EARNINGS PER COMMON SHARE 


A buyer of common stock is often more 
concerned with the stock’s earnings per 
share than with its dividend. This is 
because earnings usually influence stock 
market prices. Although the income state- 
ment separates earnings per share before 
and after the effect of extraordinary items, 
the remainder of this presentation will only 
consider net income per common share 
(net income after extraordinary item). In 
Typical’s case, the income statement does 
not show income available for common 
stock, so it must be calculated as follows: 


Typical’s capital structure is a very simple 
one, comprised of common and preferred 
stock. As such, the earnings per share 
computation above will suffice under this 
scenario. However, if the capital structure 
is more complex and contains securities that 
are convertible into common stock, options, 
warrants or contingently issuable shares, 
the calculation requires modification. 
(Options and warrants each give the holder 
the right to buy securities at a specified price. 
Contingently issuable shares are shares of 
stock whose issuance depends on the occur- 
rence of certain events.) In fact, two separate 
calculations are required. This is called dual 
presentation. The calculations are basic and 
diluted earnings per common share. 
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As of December 15, 1997, as per Financial 
Accounting Standard 128, publicly traded 
companies are required to report both 
forms of earnings per share: basic earnings 
per share and diluted earnings per share. 
This new standard replaced APB 15, 
making simple, primary and fully diluted 
earnings per share obsolete. FAS 128 also 
makes the calculation of earnings per share 
identical under U.S. and international 
accounting standards. 


Basic Earnings per Common Share 
This is determined by dividing the 
earnings available to common shareholders 
for the year or the appropriate period by 
the average number of shares of common 
stock outstanding during the year. 


The average calculation is simply the 
arithmetic mean of the shares outstanding, 
on a pro rata basis, for the reporting peri- 
od. Unexercised stock options, convertible 
securities and contingently issuable shares 
are NOT included in the basic earnings 
per share calculation. 


Suppose, for example, that Complex 
Capital Corp. has $300,000 in net income 
available to common shareholders and 
100,000 average common shares outstand- 
ing for the year. Basic earnings per share 
would be $3.00 ($300,000/100,000). 


DILUTED EARNINGS PER 
COMMON SHARE 


Diluted earnings per share is determined 
by dividing the adjusted earnings available 


45 Net Income 


Less: dividend requirement on preferred stock 


Net income available for common stock 


(Actual Amounts Used) 
Net income per common share: 


$47,400,000 Net income available for the common stock == 
14,750,000 Average number of outstanding common shares* 
ee cect <i RON NEVE: EO SLED 


*Shares outstanding at January 1 (14,500,000), plus shares outstanding at December 31 
(15,000,000), = 29,500,000, divided by 2 = 14,750,000 average shares outstanding for the year. 


to common shareholders for the year (or 
the period) by the average number of 
common and potential common shares 
outstanding, if such potential common 
shares are dilutive. Dilution occurs when 
earnings per share decreases or loss per 
share increases. 


The “adjustments” to earnings include: 

¢ Dividends on convertible preferred stock 

e After-tax interest expense on convertible 
debt 

e Fffect of the change in earnings from 
other expenses (such as profit-sharing 
expense rising due to the increased 
income from the reduction of interest 
expense from the assumed conversion of 
convertible debt) 


The “potential” common shares consist of 
other securities and contractual arrange- 
ments that may result in the issuance of 
common stock in the future, such as: 

¢ Options or warrants 

e Convertible securities 


* Contingent stock arrangements 


Convertible securities can be exchanged 
or converted into common shares. 
Examples are convertible preferred stock, 
convertible bonds and the like. Such secu- 
rities are deemed to be only one step short 
of common stock. Their value stems in 
large part from the value of the common 
to which they relate. 


Convertible pre- 


$47,750 
(350) ferred eh and 
Thao ann -converuole 
eA) bonds offer 
their holders 
some choices. 
$3.21 A holder can 


elect either (1) a 
return at the 
specified divi- 
dend or interest 
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rate, or (2) conversion into common stock 
and participation in market appreciation 
and dividends resulting from increased 
earnings on the common stock. However, 
the securities don’t have to be actually 
converted to common stock for them to 
be called “potential common shares” 
because they enable holders—in certain 
circumstances—-to Cause an increase in 
the number of common shares by exercis- 
ing, exchanging or converting. 


Each issue of potential common shares 
must be considered separately in 
sequence from the most dilutive (lower- 
ing earnings per share the most) to the 
least dilutive by examining the marginal 
earnings per share impact. This is known 
as antidilution sequencing. When calcu- 
lating diluted earnings per share, first 
compare the impact of the most dilutive 
security to basic earnings per share. If a 
potential common share is antidilutive 
(therefore raising earnings per share), that 
security should NOT be included in the 
diluted earnings per share calculation. 
Because antidilutive securities are not 
included in the diluted calculation, dilut- 
ed earnings per share must always be less 
than, or equal to, basic earnings per 
share. Diluted earnings per share are usu- 
ally less than basic earnings per share 
due to the dilutive effects of potential 
common shares. 


Options and warrants are the most 
common forms of potential common 
shares. As stated earlier, options and 
warrants each give the holder the right to 
buy securities at a specified price, known 
as the “exercise price” or “strike price.” 
Let’s examine an example of the dilution 
from the assumed conversion of options. 
The Treasury Stock Method is a method of 
calculating the effect on earnings per 


share from stock options. All of the 
proceeds from the conversion of the in- 
the-money (current share price is greater 
than the exercise price) options are used 
to repurchase common shares at the 
average market price for the period. 


For example, suppose the same Complex 
Capital Corp. used above also has 10,000 
stock options outstanding with an average 
strike price of $20 per share. The average 
share price for the year was $50. The 
$200,000 in option proceeds (10,000 
options x $20 average exercise price) is 
assumed to repurchase common shares 
at $50 per share, therefore reducing com- 
mon shares by 4,000 ($200,000/$50). 
The net dilutive effects of the options 
would be an increase in 6,000 common 
shares (10,000 options less 4,000 
repurchased), assuming the hypothetical 
conversion of the in-the-money options 
at the average share price for the period 
under the Treasury Stock Method. 
Therefore, the earnings per share would 
be diluted to $2.83 from the net effect 

of options ($300,000 in net 
income/106,000 common shares, 
including the net 6,000 options). 


Let us now further examine the diluted 

earnings per share calculation. Suppose 

the following financial information for the 

same Complex Capital Corp. as above: 

* $300,000 net income available to 
common shareholders 

¢ 100,000 average common shares 
outstanding 

¢ 10,000 stock options with an average 
strike price of $20 

¢ Average share price for the year of $50 

¢ Convertible bonds with a par value of 
$1,000,000, 6% interest rate, and a con- 
version ratio of 20 common shares for 
every $1,000 bond 
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The basic earnings per share are simply 
$300,000 in net income divided by 100,000 
average common shares, or $3.00. The effect 
of options lowered earnings per share to 
$2.83. Let us now examine the effects of the 
potential common shares from the convert- 
ible bonds. 


If the 1,000 bonds were converted into com- 
mon shares, there would be another 20,000 
common shares (1,000 bonds x 20). But con- 
verting the bonds would save the $60,000 in 
interest payments ($1,000,000 x 6%), less the 
tax deduction of $24,000 on the interest 
expense. Therefore, the conversion of the 
bonds would increase net income available 
to common shareholders by $36,000 
($60,000 in interest expense less the $24,000 
tax deduction). 


Adjustments to net income assuming con- 
version of the bonds: 


Net Income available 


to common $300,000 
Plus: interest expense 60,000 
Less: tax deduction on 

interest expense (24,000) 
Adjusted net income $336,000 


Additional common shares assuming 
conversion of the stock options and 
the bonds: 


Diluted earnings per share calculation: 


Adjusted net income $336,000 
Adjusted common shares 126,000 
= Diluted earnings per share $2.67 


Complex Capital Corp. would report both 
the basic and diluted numbers: Basic earn- 
ings per share of $3.00 and diluted earn- 
ings per share of $2.67. In most analyses, 
the diluted number is the most significant 
figure. This reflects the dilution from all 
potential common shares. In fact, research 
earnings per share estimates are generally 
given as the expected diluted earnings per 
share of the company. 


PRICE-EARNINGS RATIO 


Both the price and the return on common 
stock vary with a multitude of factors. 
One such factor is the relationship that 
exists between the earnings per share and 
the market price. It is called the price- 
earnings ratio (abbreviated P/E ratio). 


This is how the P/E ratio is calculated. If a 
stock is selling at $25 per share and earning 
$2 per share annually, its price-earnings 
ratio is 12.5-to-1, usually shortened to 
12.5. Put another way, the stock is said to 
be selling at 12.5 times earnings. If the 
stock should rise to $40, the P/E ratio 
would be 20, or 20 times earnings. Or, if 
the stock drops to $12, the P/E ratio would 
be 6, or six times earnings. 


Common shares outstanding 100,000 
hich h “potential - 
Plus: options 10,000 For Typical, “ ich as no “potential com 
mon shares,” net income per common share 
Less: assumed shares repurchased was Calculated at $3.21. If the stock were 
under Treasury Stock Method (4,000) _ Selling at $33, the P/E ratio would be 10.3. 
This figure would be used to compare this 
Plus: commons shares from stock over a period of years to itself and/or 
the conversion of the bonds 20,000 to other similar stocks. 
Adjusted common shares 126,000 This means that Typical Manufacturing com- 
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P/E ratio: in the real world investors can never be cer- 
$33 Market price = 10.3: 1 tain that any stock will keep its same P/E 
49 $3.21 Earnings per share — or 10.3 ratio from year to year. The historical P/E 
times earnings multiple is a guide, not a guarantee. 

mon stock is selling at approximately 10.3 In general, a high P/E multiple, when com- 
times earnings. Last year, Typical earned pared with other companies in the same 
$2.77 per share. Assume that its stock sold at industry, means that investors have confi- 
the same P/E ratio then. This means that a dence in the company’s ability to produce 
share of Typical was selling for about higher future profits. 


$28.50, and anyone who bought Typical 
then would be satisfied now. Just remember, 


Ture STATEMENT OF CHANGES IN SHAREHOLDERS’ EQUITY 


=_ 
This statement analyzes the changes nor are they deductible for tax purposes. 
from year-to-year in each component Common shareholders were paid $18,000 
of shareholders’ equity. It shows that in dividends this year. Since the balance 
during the year, Typical issued additional sheet shows that Typical has 15,000,000 
common stock at a price above par. It shares outstanding, the first thing to be 
also shows that Typical experienced a learned here may be an important point 
foreign currency translation gain and an to some potential investors—the dividend 
unrealized gain on investments classified per share. 


as “available-for-sale.” The other 
components of equity, with the 
exception of retained earnings 

(see the paragraph below) remained 
the same. 


Dividend per share: 
(Actual amount used) 
$18,000,000 Common stock dividends = $1.20 


15,000,000 Common shares outstanding 
Retained earnings reflects the 


cumulative earnings that the com- Once the dividend per share is known, it 
pany has invested for future growth. is easy to go on to the next step: comput- 
The statement of changes in shareholders’ ing the dividend payout percentage. This 


equity shows that retained earnings 
increased by net income less dividends 
on preferred and common stack. Since net 
income has already been analyzed, 
dividends will now be examined. 


is simply the percentage of earnings per 
share paid to shareholders. 


Dividend payout percentage: 

$1.20 Dividend per common share = 37% 
DIVIDENDS IPT 
Dividends on common stock 
vary with the company. They do not 
enter into the determination of net income; 


48 $3.21 Net income per common share 
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Another statistic of great interest to many 
investors and analysts is the dividend 
yield, a percentage providing an estimate 
of the return per share on a given class of 
stock. Here, for example, the common 
dividend yield would be of great interest. 
This indicates the percentage return that 
the annual common dividend provides 
based on the market price of the common 
stock. This is derived by dividing the 
annual common dividend, in this case 
$1.20, by the market price of the common 
stock, earlier determined to be $33 per 
share. This provides a “common dividend 
yield” of 3.6%, which is quite respectable 
in today’s market. 


Dividend yield: 
$1.20 Dividend per common share = 3.6% 


$33 Market price of the common stock 


Of course, the dividends on the $5.83 pre- 
ferred stock will not change from year-to- 
year. The word “cumulative” in the bal- 
ance-sheet description indicates that if 
Typical’s management didn’t pay a divi- 
dend on its preferred stock, then the $5.83 
payment for that year would accumulate. 
It would have to be paid to preferred 
shareholders before any dividends could 
ever be declared again on the common 
stock. That’s why preferred stock is called 
“preferred”; it gets any dividend money 
first. Convertible bonds and convertible 
preferred stock were discussed earlier. 
However, Typical Manufacturing doesn’t 
have any convertible securities outstand- 
ing, so these are of no further interest right 
now. Chances are its 60,000 shares of pre- 
ferred stock—with a par value of $100 
each—were issued to family members. 


During the year, Typical Manufacturing 
has added $29,400 to its retained earnings 


after paying dividends totaling $18,350. 
Even if Typical has some lean years in 

the future, it has plenty of retained 
earnings from which to keep on declaring 
those $5.83 dividends on the preferred 
stock and $1.20 dividends on the 
common stock. 


There is one danger in having a lot of 
retained earnings. It could attract another 
company, Great Giant Computers & 
Electronics for instance, to buy up enough 
of Typical’s common to vote out the 
current management. Then Great Giant 
might merge Typical into itself. Where 
would Great Giant get the money to buy 
Typical stock? By issuing new shares of its 
own stock, perhaps. And where would 
Great Giant get the money to pay the 
dividends on all that new stock of its own? 
The funds would come from Typical’s 
retained earnings. So Typical’s manage- 
ment has an obligation to its sharehold- 
ers—to make sure that its retained 
earnings are put to work to increase 

their total wealth. Otherwise, the share- 
holders might cooperate with Great Giant 
if it conducted a raid on Typical. 


27 Retained earnings $249,000 


RETURN ON EQUITY 

Seeing how hard money works, of course, 
is one of the most popular measures that 
investors use to come up with individual 
judgments on how much they think a cer- 
tain stock ought to be worth. The market 
itself—the sum of all buyers and sellers— 
makes the real decision. But the investors 
often try to make their own decision on 
whether they want to invest at the market's 
price or wait. Most investors look for 
Typical’s return on equity (also known as 
“ROE”), which shows how hard share- 
holders’ equity in Typical is working. 


T2 w RES.43 


© WorldatWork. All rights reserved. 


THE STATEMENT OF CHANGES IN SHAREHOLDERS’ EQUITY 


How can an investor compute Typical’s 
ROE? To arrive at this figure, an investor 
would look at the balance sheet and com- 
pute the average common shareholders’ 
equity for the year in order to calculate 
how much Typical made on it. In making 
this calculation, the investor uses only the 
amount of net profit after the dividends 
have been paid on the preferred stock. 
For Typical Manufacturing, that means 
$47,750 net profit minus $350. (See the 
Calculation below.) 


For every dollar of shareholders’ equity, 
Typical made about 15¢. Is that good? 
Well, a 15% return to shareholders is 
about twice the return Typical would have 
received had it invested instead in quality 
corporate bonds. It is also several times 
what it would have received from a sav- 
ings account. The point is that in consider- 
ing whether to put money to work in 


Calculation: 
$47,750 
$47,400 = 14.8% Return on equity 
$319,825 


Typical’s stock, an investor really needs 
to do two things. First, he or she needs 

to compare Typical’s 14.8% to returns 
from Typical’s business competitors. 
Second, he or she needs to compare 
Typical’s return to the potential return that 
could be achieved from other types of 
investment, such as certificates of deposit, 
corporate bonds, real estate or other com- 
mon stocks. 


Just remember, that 14.8% is what 
Typical itself makes. By no means is it 
what an investor will make in dividends 
on Typical’s stock. What ROE really 
reveals is whether Typical Manufacturing 
is relatively attractive as an enterprise. 

An investor can only hope that this attrac- 
tiveness will translate into demand for 
Typical’s stock and will be reflected in its 
market price. 


Net income less $350 preferred stock dividend 
$325,825 Average 19X9 stockholders’ equity* less $6,000 preferred stock value 


* Stockholders’ equity at January 1 ($305,600), plus stockholders’ equity at December 31 ($346,050) 
= $615,650, divided by 2 = $325,825 average 19X9 stockholders’ equity. 
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One more statement needs to be analyzed 
in order to get the full picture of Typical’s 
financial status. The statement of cash 
flows presents the changes in cash result- 
ing from business activities. Cash-flow analy- 
sis is necessary to make proper investing 
decisions and to maintain operations. 


Cash flows, although related to net 
income, are not equivalent to it. This is 
because of the accrual method of 
accounting. Generally, under accrual 
accounting, a transaction is recognized on 
the income statement when the earnings 
process is completed, that is, when the 
goods and/or services have been delivered 
or performed or an expense has been 
incurred. This does not necessarily coin- 
cide with the time that cash is exchanged. 
For example, cash received from merchan- 
dise sales often lags behind the time 
when goods are delivered to customers. 
Generally, however, when the goods are 
shipped (service performed), the sale is 
recorded on the income statement and 

a related receivable is recorded on the 
balance sheet. 


Cash flows are also separated by business 
activity. The business activity classifica- 
tions presented on the statement include 
financing activities, investing activities and 


operating activities. Financing and invest- 
ing activities will be discussed first. 


Financing activities include those activities 
relating to the receipt and repayment of 
funds provided by creditors and investors. 
These activities include the issuance of 
debt or equity securities, the repayment 

of debt, and distribution of dividends. 
Investing activities include those activities 
relating to asset acquisition or disposal. 


Operating activities basically include all 
activities not classified as either financing 
or investing activities. They involve the 
company’s primary business activities, for 
example, the production and delivery of 
goods and services. They reflect the cash 
effects of transactions, which are included 
in the determination of net income. 


Since many items enter into the determi- 
nation of net income, the indirect method 
is used to determine the cash provided by 
or used for operating activities. This 
method requires adjusting net income to 
reconcile it to cash flows from operating 
activities. Common examples of cash 
flows from operating activities are: Cash 
collected from customers; interest received 
and paid; dividends received; salary; 
insurance; and tax payments. 
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Watch Those Notes 

The annual reports of many companies 
contain this or a similar statement: “See 
the Accompanying Notes to the Consoli- 
dated Financial Statements” or “The 
Accompanying Notes are an Integral Part 
of the Financial Statements.” The reason ts 
that the financial statements themselves 
simply report the balances in the various 
accounts. Because there is no room on 
the face of the statements for a complete 
and adequate discussion relating to those 
balances, additional required disclosures 
are provided in the notes. 


Some examples of appropriate footnote 
data are: 


a@ Description of the company’s 
policies—disclosure of the company’s 
policies for depreciation, amortization, 
consolidation, foreign currency 
translation, earnings per share, etc. 


® Inventory valuation method— indicates 
which method is used to determine the 
cost of goods sold on the income state- 
ment and on the balance sheet such as 
last-in, first-out (LIFO), first-in, first- 
out (FIFO) or average cost. LIFO means 
that the costs on the income statement 
reflect the cost of inventories purchased 
or produced most recently. FIFO means 
the income statement reflects the cost 
of the oldest inventories. This is an 
extremely important consideration 
because the LIFO method reflects the 
most current costs in the income state- 
ment and does not overstate profits dur- 
ing inflationary times, while the FIFO 
valuation does. If not shown on the bal- 
ance sheet, the composition of the 
inventories by raw materials, work-in- 
process, finished goods and supplies 
should be presented. 


m@ Asset impairment—disclosure of details 
about impaired assets or assets to be 
disposed of. 


@ Invesiments—information about debt 
and equity securities classified as “trad- 
ing,” “available-for-sale” or “held-to- 
maturity.” 


& Income tax provision—the breakdown 
by current and deferred taxes and its 
composition into federal, state, local 
and foreign tax, accompanied by a 
reconciliation from the statutory income 
tax rate to the effective tax rate for the 
company. 

® Changes in accounting policy— 
description of changes in accounting 
policy due to new accounting rules. 


@ Nonrecurring items—details regarding 
nonrecurring items such as pension- 
plan terminations or acquisitions/dispo- 
sitions of significant business units. 


@ Employment and retirement 
programs—details regarding employ- 
ment contracts, profit-sharing, pension 
and retirement plans and postretirement 
and postemployment benefits other 
than pensions. 


m% Stock options—details about stock opt- 
ions granted to officers and employees. 


se fong-term leases——disclosure of lease 
obligations on assets and facilities on a 
per-year basis for the next several years 
and total lease obligations over the 
remaining lease period. 


si Long-term debi—details regarding 
the issuance and maturities of long- 
term debt. 


& Contingent liabilities—disclosures relat- 
ing to potential or pending claims or 
lawsuits that might affect the company. 
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ADDITIONAL DISCLOSURES AND AUDIT REPORTS 


gw Future contractual commitments— 
terms of contracts in force that will 
affect future periods. 


] Regulations/restrictions—description 
of regulatory requirements and dividend 
or other restrictions. 


gs Off-balance sheet credit and market 
risks—details of off-balance-sheet credit 
and market risk associated with certain 
financial instruments. This includes 
interest rate swaps, forward and futures 
contracts and options contracts (often 
referred to as derivatives). “Off-balance- 
sheet risk” is defined as potential for 
loss over and above the amount record- 
ed on the balance sheet. 


a@ Fair value of financial instruments 
carried at cost—disclosure of fair 
market values of instruments carried 
at cost including long-term debt and 
off-balance-sheet instruments, such 
as swaps and options. 

a Segment sales, operating protits and 
identifiable assets—information on 
each industry segment that accounts for 
more than 10% of a company’s sales, 
operating profits and/or assets. Multi- 
national corporations must also show 
sales and identifiable assets for each 
significant geographic area where sales 
or assets exceed 10% of the related 
consolidated amounts. 


Most people do not like to read footnotes 
because they are complicated and are 
rarely written in “plain English.” This is 
unfortunate because the notes are very 
informative. Moreover, they can reveal 
many critical and fascinating sidelights to 
the financial story. 


INDEPENDENT AUDITS 

The report from the independent auditors 
is often referred to as the auditor’s opin- 
ion, and is printed in the annual report. It 
should say three things, namely that: 


1. The audit steps taken to verify the 
financial statements meet the auditing 
profession’s approved standards of 
practice. 


tw 


The financial statements prepared by 
management are management's respon- 
sibility and follow generally accepted 
accounting principles. 


3. There is no material misstatement. 


As a result, when the annual report con- 
tains financial statements accompanied 
by an unqualified (often referred to as 
“clean”) opinion from independent 
auditors, there is added assurance that 
the figures can be relied upon as being 
fairly presented. 


However, if the independent auditor's 
report contains the qualifying words 
“except for,” the reader should be on the 
alert, cautious and questioning. The reader 
should investigate the reason(s) behind 
such qualification(s), which should be 
summarily explained in that report and 
referenced to the footnotes. In addition, 
while the auditor(s) may not qualify the 
opinion, a separate paragraph, usually a 
fourth, may be inserted to emphasize an 
important item. Investors should carefully 
consider any matter so emphasized. 
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THE LONG VIEW 


It cannot be emphasized too strongly that ments verified for by the auditors, it is 
company reports must be compared if there for investors to read. A 10-year sum- 
they are to be useful. They can be com- mary can show the reader: 


pared to other dates and time periods, 
reports of other companies and to industry 
averages. If desired, they can even be a 
compared to broader economic factors. 

But most of all, one company’s annual 


@ The trend and consistency of revenues. 


The trend of earnings, particularly in 
relation to sales. 


activities can be effectively compared to © @ The trend of net earnings as a percent- 
the same firm’s results from other years. age of sales. 
At one time this was done by keeping a m The trend of return on equity. 


file of old annual reports. Now, many cor- 


; : Net earnings per common share. 
porations include a 5- or 10-year summary 8° P 


of their financial highlights in each year’s ®@ Dividends and dividend trends. 

annual report. This provides the investing 

public with information about a decade of Other companies may include changes in 
performance. That is why Typical net worth; book value per share; capital 
Manufacturing has included a 10-year expenditures for plant and machinery; 
summary in its annual report. Although long-term debt; capital stock changes due 
the summary is not a part of the state- to stock dividends and splits; number of 


Ten-Year Financial Summary 


{9X9 19X8 19X7 19X6 

Net sales $765,050 $725,000 $690,000 $660,000 
Income before 

income taxes and 

extraordinary loss 94,196 66,750 59,750 54,750 
Extraordinary loss (5,000) = = - 
Net income 47,750 40,500 37,700 33,650 
Earnings per share 

before extraordinary loss 3.55 2.77 2.57 2.28 
Net income per share 3.21 2.77 2.57 2.28 
Dividend per 

common share 1.20 1.20 1.20 1.00 
Working capital 229,800 199,000 218,000 223,000 
Net plant and 

equipment 260,000 249,600 205,000 188,000 
Long-term debt 130,000 136,000 136,000 6,000 
Preferred stock 6,000 6,000 6,000 6,000 
Common 

shareholders’ equity 340,050 299,600 275,800 254,700 
Book value per 

common share 22.54 20.52 18.39 16.98 


Note: Dollars in thousands, except per-share amounts. 


esa: seu ed. 
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THE LONG VIEW 


employees; number of shareholders; and 
number of outlets. Where appropriate, the 
summary may also include information on 
foreign subsidiaries and the extent to 
which foreign operations have been 
embodied in the company’s financial 
report. 


All of this is really important because of 
one central point: Investors and potential 
investors not only are trying to find out 
how Typical is doing now, but they also 
want to try to predict how Typical and its 
stock will perform in the future. 


SELECTING STOCKS 


Given the items explored in this booklet, 
Typical Manufacturing appears to be a 
healthy concern. Since Typical is fictional, 
financial consultants can’t recommend the 
purchase of shares of its stock. When 
investing money in real stocks, however, 
please remember this: Selecting securities 
for investment requires the careful study of 
factors other than those included in the basic 
financial statements and related footnotes. The 


economics of the country and the particular 


19X5 19X4 19X3 
$600,000 $520,000 $500,000 
50,400 42,000 45,800 
29,850 27,300 30,360 
2.00 1.83 2.20 
2.00 1.83 2.20 
1.00 1.00 1.00 
211,000 178,000 136,000 
184,300 187,500 161,600 
6,000 = = 
6,000 6,000 6,000 
238,100 220,500 203,250 
15.87 14.70 13.55 


19X2 19X14 19X0 
$450,000 $350,000 $300,000 
40,500 34,350 29,500 
25,975 21,000 18,100 
1.93 1.69 1.43 
1.93 1.69 1.43 

.80 .80 80 
111,000 86,000 96,000 
125,600 92,500 87,600 
6,000 6,000 6,000 
166,000 133,800 128,000 
11.07 8.92 8.53 


industry must be considered. The management 
of the company must be studied and its plans 
for the future assessed. Information about 
these “other things” is rarely contained in 

the financial report. These other facts must be 
gleaned from the press or the financial services 
provided by some research organization. 
Merrill Lynch’s ongoing research monitors 

this type of data and the available facts needed 
to help individuals and businesses become 
informed investors. 
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GLOSSARY OF SELECTED TERMS 


Page numbers in parentheses are page references in this booklet where the terms are first 
introduced or where additional information about the terms can be found. 


Accounts Payable (Page 15). 
Amounts owed to creditors for 
goods and services bought on 
credit; generally, they must be 
paid within 90 days. 


Accounts Receivable (Page 10). 
Amounts due a business from cus- 
tomers for goods and services sold 
on credit; generally they must be 
paid within 90 days. 


Accrual Method of Accounting 
(Page 39). 

Method of accounting that recog- 
nizes revenue when earned and 
expenses when incurred in order to 
appropriately match income with 
expenses in an accounting period. 


Accrued Expenses (Page 15). 

The obligation to pay business 
expenses that were incurred, but not 
paid, during an accounting period. 


Accumulated Amortization 

(Page 14). 

A deduction from intangible assets 
to show the total amount of peri- 
odic charges to income over the 
estimated useful lives of those 
assets. Also called Reserve for 
Amortization. 


Accumulated Depreciation 

(Page 13). 

A deduction from fixed assets to 
show the total amount of periodic 
charges to income over the estimat- 
ed useful lives of those assets. Also 
called Reserve for Depreciation. 


Additional Paid-in Capital 

(Page 19). 

The total excess of the sharehold- 
ers’ investment in the company 
over the par or stated value of its 
common and preferred stock. Also 
called Paid-in Capital. 


American Institute of 

Certified Public Accountants 
(AICPA) (Page 2). 

The major professional public 
accounting group that sets stan- 
dards of practice for Certified 
Public Accountants. 


Allowance for Doubtful 

Accounts (Page 10). 

Amounts deducted from the total 
accounts receivable balance to 
recognize that some customers will 


not pay what they owe. Also 
called Provision for Doubtful 
Accounts, Reserve for Doubtful 
Accounts or Bad Debt Reserve. 


Amortization (Page 14). 

Periodic charges to income to rec- 
ognize the distribution of the cost 
of the company’s intangible assets 
over the estimated useful lives of 
those assets. 


Antidilution (to Earnings per 
Common Share) (Page 35). 

An increase in earnings (or 
decrease in loss) per common 
share that assumes that convertible 
securities were converted, stock 
options and warrants were exer- 
cised or other shares were issued 
upon satisfaction of certain condi- 
tions. When antidilution occurs, 
the per-share amount that it pro- 
duces is not used as the reported 
per-share amount. 


Antidilution Sequencing (Pages 34). 


Examination of potential common 
shares by order of most dilutive to 
least dilutive. If the security lowers 
earnings per share relative to the 
base earnings per share, calculate 
the earnings per share assuming 
the conversion of the security. 
Securities that are antidilutive are 
not included in the diluted earn- 
ings per share calculation. 


Asset (Pages 8, 9-14). 

Something owned by and having 
continuing value to its owner or a 
business. 


Audit (of Financial 

Statements) (Page 1). 

A systematic examination of a 
company’s financial statements to 
determine if the amounts and dis- 
closures in the reports are fairly 
stated and follow generally accept- 
ed accounting principles. 


Available-for-Sale 

Securities (Page 10). 

Securities not classified as held- 
to-maturity or trading. They are 
carried at fair market value, with 
any changes in the value (less 
applicable taxes) reported in 
shareholders’ equity in the bal- 
ance sheet. When sold, any gain 
or loss will be realized and report- 
ed in the income statement. 
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Balance Sheet (Pages 1, 8-26). 

A report showing the financial 
position or condition of a business 
at a given date. Also called 
Statement of Financial Position or 
Statement of Financial Condition. 


Basic Earnings per Common Share 
(Page 33). 

Income available to common 
shareholders for the period divided 
by the weighted-average number 
of common shares outstanding for 
the period. 


Bonds (Page 18). 
Formal, secured or unsecured debt 
obligations specifying interest and 
repayment terms. 


Book Value per Share (Page 25). 
The adjusted shareholders’ equity 
for each class of stock divided by 
the number of shares of each such 
class. 


Capitalization Ratio (Page 25). 
The relationship that each security 
(debt or equity) bears to total debt 
and equity, less intangible assets, 
expressed as a ratio. 


Cash and Cash Equivalents 

(Page 9). 

Generally, bank accounts and cur- 
rency on hand, and short-term, 
highly liquid securities with a 
maturity under 90 days, such as 
U.S. Treasury bills. 


Cash Flows, Statement of 

(Pages 2, 39). 

A report showing cash receipts 
and disbursements compiled and 
totaled by operating, investing 
and/or financing activities. 


Certified Public Accountant (CPA) 
(Page 1). 

Professional title granted to people 
who pass a comprehensive test 

on accounting, auditing and 
business law. CPAs usually perform 
audits of a company’s financial 
statements. 


Changes in Shareholders’ 

Equity, Statement of (Pages 2, 36). 
A report providing the details, 

by category, of all activity in all 
components of shareholders 
equity, for the period covered 

by the report. 


Common Dividend Yield 

(Page 37). 

Dividends paid on each share of 
common stock expressed as a per- 
centage of the market price of those 
shares. See also Dividend Yield. 


Common Stock (Pages 19, 33). 
The par or stated value of the 
common stock (the basic owner- 
ship interest in a corporation) 
issued by a company as reported 
in its balance sheet. 


Common Stock Ratio (Page 26). 
The percentage that common 
stockholders’ equity reduced by 
intangible assets bears to total tan- 
gible capitalization (the sum of 
shareholders’ equity and long-term 
debt reduced by intangibles). 


Compensatory Stock Options 
(Page 33). 
See Stock Options. 


Contingently Issuable Shares 
(Page 32). 

Shares of stock the issuance of 
which depends on the occurrence 
of certain events. 


Convertible Securities (Page 33). 
A debt or equity security that may 
under certain circumstances be 
exchanged for or converted into 
another security, generally com- 
mon stock. 


Cost of Sales (Page 28). 

The total cost to purchase and/or 
manufacture all of the company’s 
products that were sold during a 
period. 


CPA (Page 1). 
See Certified Public Accountant. 


Current Assets (Page 9). 

Cash or other assets that will be 
converted to cash or consumed 
within the normal operating cycle, 
generally one year. 


Current Liability (Page 15). 
A liability that must be paid 
within the normal operating 
cycle, generally one year. 


Current Portion of 

Long-Term Debt (Page 17). 

The portion of long-term debt that 
is due within one year of the 
balance-sheet date. 


Current Ratio (Page 22). 

The relationship of current assets 
to current liabilities, expressed as 
a ratio. 


Debentures (Page 18). 
Formal, unsecured debt obligations 
(bonds or notes) that are backed 


only by the general credit of 
the issuer rather than certain of 
its assets. 


Debt Amortization (Page 10). 

The practice of adjusting the origi- 
nal cost of a debt instrument as 
principal payments are received 
and any purchase discount or 
premium is written off to income 
over the life of the instrument. 


Debt-to-Equity Ratio (Page 23). 
The ratio of total debt (liabilities) to 
total shareholders’ equity. 


Deferred Charges (Page 13). 
Expenditures for items that will 
benefit future periods beyond one 
year from the balance-sheet date. 


Deferred Income Taxes (Page 17). 
The obligation to pay income 
taxes in future years generally 
arising from transactions involving 
noncurrent assets and/or liabilities. 


Depletion (Page 13). 

The process of recognizing, by a 
charge against income, the reduc- 
tion in the cost of a natural 
resource (minerals, oil, gas) due to 
its withdrawal and use or sale. 


Depreciation (Page 12). 

Periodic charges to income to 
recognize the cost of “wear and 
tear” of a company’s fixed assets 
over the estimated useful lives of 
those assets. 


Diluted Earnings per Common 
Share (page 33) 

The amount of current earnings or 
loss per share reflecting the maxi- 
mum dilution (that is, the negative 
impact) assuming the issuance of all 
potentially dilutive common shares. 


Dilution (Page 33). 

The reduction in common earnings 
per share (or increase in loss) if 
convertible securities are converted, 
stock options and warrants are exer- 
cised or other shares are issued. 


Dividend Payout Percentage 
(Page 36). 

Dividends per share divided by 
earnings per share, expressed as 
a percentage. 


Dividend Yield (Page 37). 

The dividend paid on each share 
of each class of stock as a percent- 
age of the market price of those 
shares. See also Common 
Dividend Yield. 


Dividends (Pages 2, 36). 
Payments, generally declared by 


the Board of Directors, from 
retained earnings to shareholders 
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to compensate them for their 
investment. 


Earnings per Common Share 
(Page 33). 

Net income reduced by preferred 
dividends and divided by the aver- 
age outstanding number of com- 
mon shares during the accounting 
period. 


Estimated Useful Life (Page 12). 
The period of time over which the 
owner of an asset (physical or 
intangible) estimates that that asset 
will continue to be of productive 
use or have continuing value. 


Extraordinary Items (Page 29). 
Nonoperating items that are both 
unusual and occur infrequently. 


Fair Market Value (Page 9). 

The amount at which an item 
could be exchanged between 
willing unrelated parties, other 
than in a forced liquidation. It is 
usually the quoted market price 
when a market exists for the item. 


Financial Accounting 

Standards Board (FASB) (Page 2). 
The independent, private-sector 
organization designated to estab- 
lish standards for financial 
accounting and reporting. It is the 
body that issues GAAP, generally 
accepted accounting principles. 


FIFO (Page 40). 
Acronym for First-In, First-Out. 
See First-In, First-Out. 


Financial Leverage (Page 32). 
See Leverage (Financial). 


Financial Statement Ratio 

(Page 22). 

A mathematical relationship 
between two or more amounts 
reported in financial statements. 
Financial statement ratios can pro- 
vide relative measures of, and 
insights into, the health, condition 
and performance of a company. 


First-In, First-Out (Page 40). 

An inventory-costing method that 
states inventory at its most Current 
cost while charging the cost of 
sales in the order the inventory 
was accumulated. 


Fixed Assets (Page 12). 

Another term for the property, 
plant and equipment used in the 
operation of a business. 


Footnotes (Pages 2, 40). 
Additional details and disclosures 
about the figures and information 
contained in a company’s financial 
statements. 


Foreign Currency Translation 
Adjustments (Page 21). 

The cumulative adjustment, report- 
ed in the Equity section of the bal- 
ance sheet, resulting from the 
translation of a foreign subsidiary’s 
local currency financial statements 
into the currency of the parent 
company. 


Generally Accepted Accounting 
Principles (GAAP) (Page 1). 

The rules and standards followed 
in recording transactions and in 
preparing financial statements. 


Goodwill (Page 13). 

An intangible asset that represents 
the excess of the amount paid for 
an acquired company over the fair 
market value of the net assets of 
that company. Basically, it is the 
value of the name and reputation 
of the acquired company. 


Gross Margin (Page 28). 

The excess of sales over cost of 
sales or the profit from sales before 
considering operating, general and 
other expenses. Also called Gross 
Profit or Product Profit. 


Gross Margin Percentage 

(Page 28). 

Gross margin expressed as a per- 
centage of sales. Also called Gross 
Profit Percentage or Product Profit 
Percentage. 


Held-to-Maturity Securities 

(Page 10). 

Debt securities that the holder/ 
owner has the ability and intent to 
hold to maturity. They are carried 
at amortized cost (original cost less 
principal payments and premium 
or discount amortization). 


Highly Leveraged (Page 32). 

A company with a large proportion 
of bonds and preferred stock out- 
standing relative to the amount of 
common stock. 


Impairment (Permanent) of Loans 
(Investments) (Page 14). 

The probability that the lender 
(investor) will not collect all 
amounts in accordance with the 
loan agreement. 


Income Statement 

(Pages 2, 26-36). 

Report summarizing the revenues 
and expenses and reporting the net 
income (or loss) of a business for 
an entire accounting period. Also 
called the Statement of Earnings, 
Statement of Profit and Loss, P&L 
or Operating Statement. 


Income Taxes (Page 29). 

The amount of income tax expense 
reported for the period. It is often 
referred to as the Tax Provision or 
Provision for Income Taxes. 


Income Taxes Payable (Page 15). 
The obligation to pay federal, for- 
eign, state and local income taxes 
that are due within one year from 
the balance-sheet date. 


Intangible Assets (Page 13). 
Nonphysical assets with continuing 
value, such as goodwill, copy- 
rights, trademarks and franchises. 


Interest (Page 29). 

Payments by borrowers of funds to 
compensate lenders for the use of 
their funds. 


Interest Coverage (Page 31). 

The number of times the annual 
interest on debt obligations is cov- 
ered by income for the year before 
considering interest on the debt 
obligations and income taxes. 


Inventory (Pages 10-11). 

The cost of goods on hand 
that were purchased and/or 
manufactured or that are being 
manufactured for sale to 
customers. 


Inventory Turnover (Pages 23-24). 
The number of times the average 
inventory is sold during the year. 


Investment Securities (Page 14). 
Securities (debt or equity) held for 
strategic purposes and/or long-term 
appreciation or income. 


Last-In, First-Out (LIFO). 

(Page 40). 

An inventory-costing method that 
states inventory at its earliest 
cost while charging cost of sales 
at its latest cost (in the reverse 
order that the inventory was 
accumulated). 


Leverage (Financial) (Page 32). 
Relates a company’s long-term 
debt to its capital structure. 

Also, it is the practice of obtaining 
capital using borrowed funds 

or preferred stock, rather than 
common stock. 


Liability (Pages 8, 16-18). 

An obligation to pay for assets or 
goods or services acquired or to 
repay borrowed funds. 


LIFO (Page 40). 
Acronym for Last-In, First-Out. 
See Last-In, First-Out. 
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Long-Term Debt (Page 18). 
Borrowed funds due after one year 
from the balance sheet date. See 
Current Portion of Long-Term Debt 
and Other Long-Term Debt. 


Long-Term Liabilities (Page 17). 
Obligations that are due after one 
year from the balance-sheet date, 


Lower of Cost or Market Rule. 
(Page 11). 

The rule is that inventory should 
be valued at its cost or market 
value, whichever is lower. The 
intent is to provide a conservative 
figure in valuing a company’s 
inventory. See also Market Value. 


Management Discussion and 
Analysis (MD&A) (Page 1). 

An SEC-required report in which 
management provides selected 
financial data to highlight signifi- 
cant trends in the company’s finan- 
cial position or operating results. 


Market Price (Page 11). 

The price at which a good can be 
sold in the open market. See also 
Fair Market Value. 


Market Value (Pages 9, 11). 
See Fair Market Value. 


Marketable Securities 

(Pages 9-10). 

Readily liquid securities (debt or 
equity) that can be converted into 
cash on very short notice. 


Mortgage Bonds (Page 18). 
Formal, secured debt obligations 
that are backed by certain specific 
assets of the issuer. 


Net Asset Value (Page 24). 
See Book Value. 


Net Book Value (Page 24). 
See Book Value. 


Net Income/Loss (Page 29). 

The final result of all revenue and 
expense items for the period. Also 
called Net Profit or Loss. Often 
referred to as the “Bottom Line.” 


Net of Taxes (Page 10). 

Term meaning the value or amount 
has been adjusted for the effects of 
applicable taxes. 


Net Profit Ratio (Page 31). 
Net income expressed as a } 
percentage of sales. 


Net Quick Assets (Page 23). 
The excess of quick assets over 
current liabilities. 


Notes Payable (Page 15). 

Short- or long-term obligation, 
evidenced by a formal. borrowing 
agreement (such as a promissory 
note), to repay borrowed funds. 


Operating Income or Loss 

(Page 28). 

The profit or loss generated by a 
company’s normal, recurring oper- 
ating activities before considering 
nonoperating items, income taxes, 
gains or losses from disposals of 

a segment of the business and 
extraordinary items. 


Operating Margin (Page 30). 
Operating income expressed as a 
percentage of sales. 


Other Long-Term Debt (Page 18). 
All debt due after one year from 
the balance-sheet date that is not 
reported elsewhere in the balance 
sheet. 


Paid-in Capital. 
See Additional Paid-in Capital. 


Par Value (Page 19). 

The nominal or face value of a 
security assigned by the issuer for 
balance-sheet reporting. It has no 
relation to market value. 


Permanent Impairment (Page 14). 
See Impairment (Permanent) of 
Loan (Investments). 


Preferred Dividend Coverage 
(Page 32). 

The number of times the preferred 
dividend is covered (earned) by net 
income. 


Preferred Stock (Page 19). 

An equity security that entitles its 
holders to certain preferences over 
common shareholders, such as div- 
idends, liquidation value and con- 
vertibility into other securities, etc. 


Preferred Stock Ratio (Page 26). 
The percentage that preferred 
stockholders’ equity bears to total 
tangible capitalization (the sum of 
shareholders’ equity and long-term 
debt reduced by intangibles). 


Prepaid Expenses (Page 11). 
Payments in advance for goods or 
services, which will be consumed 
and deducted from income during 
the future, normal operating cycle, 
generally one year. 


Price-Earnings Ratio (Page 35). 
The comparison of the market 
price of a share of stock to the 
earnings per share of that stock, 
expressed as a ratio. Also called 
the P/E ratio. 


Property, Plant and Equipment 
(Page 12). 

Assets not intended for sale that 
are used to manufacture, display, 
warehouse and transport the 
company’s products and house 
its employees. See also Fixed 
Assets. 


Quick Assets (Page 22). 
Assets that can be converted to 
cash quickly. 


Quick Assets Ratio (Page 23). 
The relationship between quick 
assets and current liabilities, 
expressed as a ratio. 


Retained Earnings (Page 20). 
The total profit or loss of the 
company less the total of all 
dividends paid, since the 
company’s startup. 


Return on Equity (ROE) (Page 37). 
Net income for the period 

expressed as percentage of average 
shareholders’ equity for the period. 


Securities and Exchange 
Commission (SEC) (Page 2). 
The main securities regulatory 
authority in the U.S. 


Shareholders’ Equity 

(Pages 8, 18-21). 

The total of shareholders’ invest- 
ments in the company and total 
profits or losses since the start-up 
of the company, less all dividends 
and/or capital distributions, unreal- 
ized gain on available-for-sales 
securities and any foreign currency 
translation adjustments since the 
company’s start-up. 


Stated Value (Page 19). 

The nominal or face value of a 
security assigned by the issuer in 
lieu of par value for balance-sheet 
reporting. It has no relation to 
market value. 


Statement of Cash Flows. 
See Cash Flows, Statement of. 


Statement of Changes in 
Shareholders’ Equity. 

See Changes in Shareholders’ 
Equity, Statement of. 


Stock Option, Compensatory 

(on Unissued Stock) (Page 33). 
An agreement, usually between 
an issuer and its executives/ 
employees, that grants the right 
to purchase securities, such as 
common stock, at a specified 
price. Options are common stock 
equivalents and may dilute earn- 
ings per common share. 
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Stock Option (Publicly Traded).* 
A security bought ahd sold in the 
public securities markets that, pro- 
vides the holder the right, but not 
necessarily the obligation, to buy 
or sell a specified security in the 
quantity, at the amount, and 
during the time period specified 
in the option. 


Trading Securities (Page 9). 
Securities (debt or equity) bought 
and sold frequently, principally to 
generate short-term profits. They 
are carried at fair market value, 
with any changes in the value 
reported in income. 


Treasury Stock (Page 21). 

The total cost of any of the compa- 
ny’s stock that has been repur- 
chased or otherwise reacquired 
from shareholders and held in the 
company’s treasury. 


Treasury Stock Method (page 34). 
A method to calculate the effect on 
earnings per share of stock options 
and warrants. All option proceeds 
from the assumed conversion of in- 
the-money options are assumed to 
be used to repurchase shares (that 
is, reacquired and held in the com- 
pany’s treasury) at the average stock 
price for the period. 


Unrealized Gain/Loss (Page 21). 
The difference between the cost (or 
previously reported fair market 
value) of an asset held at the bal- 
ance sheet date and its fair market 
value at that date. 


Warrant (Page 33). 

A security, generally evidenced by 
a certificate, giving the holder the 
right to purchase securities, such 
as common stock, at a specified 
price. Warrants are common stock 
equivalents and may dilute earn- 
ings per common share. 


Working Capital (Page 22). 
The excess of current assets over 
current liabilities. 


*Note: This definition is not found 
within this booklet. We have 
included the definition in the 
glossary only to help better define 
the differences between the two 
types of stock options. 


(blank) 
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HR and that elusive strategic role 


By Alan Price 


It seems that finally senior managers - some of them, at least - are willing to give HR managers a significant role in strategic 
decisions. But how many human resource managers know how to fulfil that role? Paul Kearns (2003: 4) tells the tale of a 
workshop exercise for senior human resource managers when participants were given a military scenario. Briefly, they 
were asked to envisage that they, and a thousand soldiers under their command, had been dropped behind enemy lines - 
with no information about their opposition. What would they do? The first response he received was ‘I'd retreat’. Kearns 
comments: 'Why does this response from an HR person not surprise me?’ It doesn't surprise me either because so many 
HR managers are used to operating someone else's strategy, rather than participating vigorously in their organizations’ 
strategic decisions. 


Noting that ‘business partner’ and ‘strategic thinker have featured as the most important roles in some recent surveys of 
human resource management, Jamrog and Overhot (2004) observe that ‘there's something elusive and ambiguous about 
this widely touted goal of becoming a strategic business partner’. They cite a recent conference on the future of HR where a 
panel of human resource experts came out with the statement that '| can't define it, but | know it when | see it’ when asked 
to define strategic business partner. 


Measuring the effectiveness of HRM 


ls measurement at the root of the problem? Are HR managers measuring the wrong things? One common approach is to 
use a ‘Balanced Scorecard' which includes a range of HR measures as well as the more traditional financial and other 
metrics. Gubman (2004) feels that ‘Too many HR scorecards focused on operational metrics: Time to hire, cost per hire, 
percentage of appraisals completed, etc. While important to track, these kinds of measures will not get HR to the strategic 
partner role. They only reinforce the view of HR as an administrative function. Key HR measures needed to be central to 
business success." 


More beneficially. according to Grubman, HR managers should focus instead on the same two major issues as their 
financial colleagues: return and growth. 'HR-things' can only create economic value from three sources: 


* Employee turnover and retention 
* Productivity - revenue against employee costs 
* Expenditure on the HR function and related activities 


Providing measures for these three elements does not require any ‘rocket science’ because they relate to three familiar HR 
goals: 


1. Attracting, developing and retaining staff 
2. Aligning, engaging, measuring and rewarding performance 
3. Controlling or reducing HR costs 


HR-relevant measures for growth are trickier and need to be tailored to the organizations’ individual situation. Grubman 
believes that HR measures can be devised that, like market share, can indicate trends and forecasts for improved revenue 
in the future. He argues that the following are the most significant growth-related human resource measures at present: 


* Leadership development, to be measured in terms of unique candidates ready to assume executive and other major roles. 
* Engagement - levels of employees’ intellectual and emotional commitment to their work. 
* Diversity, particularly the number of women and ethnic minority employees coming through the system or ‘talent pipeline’. 


Behaving proactively 


© 2004. Price, Alan. Reprinted with permission from HRM Guide (www.hrmguide.net and www.hrmguide.co.uk) 
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HR and that elusive strategic role Page 2 of 2 


Weiss (2000) argues that HR managers must demonstrate the ability to provide stimulating ideas and challenge decisions 
that do not have business value. To do this, they need to perform at the same intellectual level as their colleagues in an 
executive meeting. Most importantly, they need to wear a ‘business hat' rather than a 'HR hat’ otherwise they will be 
relegated to the traditional administrative or tactical (second-level) role that has bedevilled the human resource function for 
decades. Weiss considers that HR managers need to demonstrate the following to show their ability to add value: 


* Broad understanding of the business, thus helping the human resource function to contribute to the overall direction of the 
company. 


* Knowledge of how all activities need to align, enabling the company to maximize the success of its strategic initiatives. 


* Professionalism in investing in human capital and HR processes, allowing HR to help guide employees and the 
organization's decision making. 


* A unique perspective, allowing the HR function to become an ‘ideas merchant’ so that people and the outcomes of 
organizational processes can be made into strategic advantages. 


Finally, we can consider Grubman's belief that: 


"HR needs to keep moving itself forward, toward the strategic partner role, by becoming better profit-and-loss business 
leaders. Be the ones to lead companies back into thinking externally, about customers and markets, and how to create 
unique value for them. What a surprising and powerful role that would be for HR leaders! Start measuring HR impacts on 
real business results, not HR activities. Instead of measuring time to hire, measure the people aspects of opening up a new 
market and the returns they generate.” 


Alan Price is the author of Human Resource Management in a Business Context, Thomson Learning, 2004. 
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Accounting and Finance for the 
Human Resources Professional ¢ Course T2 


A 


Accounting Principles Board (APB) 
Source of authority regarding rules and 
conventions for accounting from 1959 to 1973, 
when it was replaced by the Financial 
Accounting Standards Board (FASB). 

[C6, C6A, T2, T11] 


Accounting Research Bulletin (ARB) 
From 1939 to 1959, published generally 
accepted accounting principles (GAAP). 
[12] 


accounts payable 

Money owed by a company to vendors/ 
suppliers for goods and services received. 
Accounts payable is a current liability on the 
balance sheet. 

[72] 


accounts receivable 

Money due to a company by its customers for 
goods and services sold. Accounts receivable 
is a current asset on the balance sheet. 

[72] 


accrual accounting 

Accounting method that records revenue and 
expenses when incurred, regardless of 
whether revenue actually was received or 
expenses actually were paid. As an example, a 
manufacturing company records a sale when a 
product is shipped to the customer even if the 
sale was on credit. It also records at that time 
all expenses associated with that sale, 
regardless of whether the actual cash has 
been transferred. 

[C6, C6A, T2, T11] 


acid test 
See quick ratio. 
[12] 


acquisition 

A transaction in which one company purchases 
some or all of another company, and the 
resulting entity resembles the purchaser. 

[C11, C15, T2, T6, T9, GR7] 


affiliate (less than 50% ownership) 

A company in which another company has 
enough of an interest that the two companies 
are closely aligned with each other. 

[12] 


Americans with Disabilities Act 
of 1990 (ADA) 


A federal law that creates nondiscrimination 
protections for people with disabilities, similar 
to Title VII of the Civil Rights Act of 1964, 
which is extended to other minorities. Under 
the law, employers may not refuse to hire or 
promote a person because of a disability, and 
employers are required to make “reasonable 
accommodations’ to allow people with 
disabilities to perform essential functions. 
Regulations are enforced by the Equal 
Employment Opportunity Commission (EEOC). 


[B1, B3, C1, C2, C4, C11, T2, T6, W3] 


amortization 

The allocation of the cost of an intangible asset 
on the income statement over the projected life 
of that asset (excluding goodwill). 

[12] 


assets 

What an organization owns as shown on the 
organization’s balance sheet. 

[T2, T3, T6, GR2] 
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B 


balance sheet 


A financial statement of a company or other 
entity, showing what it owns (assets), what it 
owes (liabilities), and the owner’s investment 
(shareholders' equity) in the entity at a point in 
time, such as the end of the fiscal year. The 
balance sheet is required by generally 
accepted accounting principles (GAAP) and is 
one of the four principle statements required by 
the Securities and Exchange Commission 
(SEC) to be reported to shareholders for 
publicly traded companies. 

[C6, C6A, T2, T11] 


basic earnings per share 

The net earnings available to common 
shareholders of an organization divided by the 
weighted average of total shares outstanding. 
No consideration is given in this calculation for 
common stock equivalents such as stock 
options. 

[C6, C6A, T2, T11] 


bond 

A debt issued by a public (government) or 
private (corporate) organization that usually 
pays a fixed, guaranteed interest rate and 
repays the face or par value at maturity. 

[B2, T2] 


bonus 

An after-the-fact reward or payment (may be 
either discretionary or nondiscretionary) based 
on the performance of an individual, a group of 
workers operating as a unit, a division or 
business unit, or an entire workforce. 
Payments may be made in cash, shares, share 
options or other items of value. In the context 
of sales compensation, a defined, pre- 
established amount of money to be earned for 
achieving a specified performance goal. 
Planned bonus amounts commonly are 
expressed as a percent of the incumbent's 
base salary, salary range midpoint, percentage 
of target cash compensation or incentive 
compensation, or a defined dollar amount. See 
also discretionary and nondiscretionary bonus. 
[C5, C11, C12, C15, T1, T2, T9, GR1, GR5, GR6, GR7] 


book value 

Total assets minus total liabilities. Also known 
as shareholders' equity or net worth. 

[T2] 


book value (BV) per share 

Total shareholders’ equity divided by the 
number of common shares outstanding. Book 
value sometimes is used in incentive plans in 
privately owned companies in which a fair 
market value of shares is not readily known. 
[C6, C6A, T2, T11] 


C 


capital 
Cash used/invested to generate future income. 
[T2] 


capital assets 

Long-term assets that cannot easily be 
converted into cash (e.g., property, equipment, 
furniture) and that are usually held for a long 
period, including real estate, equipment, etc. 
Also called fixed assets, permanent assets or 
noncurrent assets. 

[T2] 
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capital budget 

A plan to finance expenditures for capital 
assets over a specified period of time. 
[T2] 


capital lease 

A method of financing operating equipment; a 
lease obligation that looks much like an 
installment purchase, as the lessee assumes 
nearly all of the risks and rewards that 
accompany ownership (e.g., lessee pays for 
the upkeep, maintenance and servicing of the 
equipment during the lease). A capital lease 
must be capitalized on the balance sheet 
(e.g., leased asset is recorded as a noncurrent 
asset, lease obligation is recorded as a 
noncurrent liability). 

[72] 


cash accounting 

Accounting method that records income when 
received and expenses when paid. 

[72] 


cash flow statement 

A financial statement that outlines the amount 
of money actually received and paid out within 
a particular period, usually no longer than a 
year. It represents the change in the cash and 
cash equivalents account for the period 
involved. 

[T2] 


collateral 

Assets pledged by a borrower as security for a 
loan or other credit. 

[(T2] 


commercial paper 

Short-term note issued by a company to 
finance short-term credit needs (e.g., accounts 
receivable, inventory). 

[T2] 


commission 

A payment based on a formula that is used to 
calculate the incentive compensation 
opportunity for salespeople. In this context, it 
provides a predetermined incentive amount for 
each discrete unit of sales made by the 
salesperson. Commissions commonly are 
expressed as a percent of each sales dollar 
(revenue), percent of gross margin (profit), or a 
dollar amount per unit sold. A commission-only 
compensation program is sometimes known as 
“full commission” or “straight commission.” 

[C5, C11, C12, C15, T1, T2, GR1, GR6] 


common shares 

In corporate finance, the form in which an 
owner's interest is represented — distributed in 
units known as shares with voting rights and 
possibly dividends. Appreciation and dividends 
are not fixed or guaranteed. 

[C6, C6A, T2, T11] 


common stock 


See common shares. 
[C6, C6A, T2, T11] 


contingency 
A potential liability. 
[12] 


convertible bonds 
See convertible debenture. 
[T2] 


convertible debenture 

A bond with privileges of being converted by 
the holder to ordinary common shares at 
specified times and prices. 

[C6, C6A, T2, T11] 


cost of goods available for sale 
Calculated by adding net cost of purchases 
(purchases less discounts and returns and 
allowances) to beginning inventory. Also called 
goods available for sale (GAS). 

[72] 
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cost of goods sold (COGS) 

Calculated by subtracting ending inventory 
from goods available for sale (purchases and 
beginning inventory). 

[12] 


credits 

The source of funds. A term used in 
accounting. 

[T2] 


current assets 

A company’s assets including cash and those 
items expected to be turned into cash within 
one year of the date of the balance sheet 
(includes accounts receivable, inventories and 
prepaid expenses). 

[C6, C6A, T2, T11] 


current liabilities 


Debts of a company that are expected to be 
paid within one year of the date of the balance 
sheet. 

[C6, C6A, T2, T11] 


current ratio 
Current assets divided by current liabilities. 
[12] 


current taxes 
Estimated current year tax liability. 
[72] 


D 


debentures 

Unsecured debt backed only by the 
creditworthiness of the borrower, not by 
collateral. 

[T2] 


debits 
Use of funds. A term used in accounting. 
[12] 


debt 


Amounts owed, usually called liabilities. 
Divided into current liabilities, due within one 
year of the date of the balance sheet, and 
noncurrent liabilities, due more than one year 
after the date of the balance sheet. 

(T2] 


debt-to-equity ratio 
Ratio of total liabilities to shareholders’ equity. 
[72] 


deferred taxes 

Tax obligation to be paid at a future date. 
Deferred taxes result when income or 
expenses are recorded on the company’s 
income statement in a different time period 
than when they are reported on the company’s 
tax return. 

[T2] 


defined contribution (DC) pension plan 
Defined by the Employee Retirement Income 
Security Act of 1974 (ERISA) and the Internal 
Revenue Code (IRC) as a plan that provides 
for future income from an individual account for 
each participant with benefits based solely on 
1) the amount contributed to the participant’s 
account plus 2) any income, expenses, gains 
and losses, and forfeitures of accounts of other 
participants that may be allocated to the 
participant’s account. The benefit amount to be 
received by the participant at retirement is 
unknown until retirement. 

(B1, B2, C15, T1, T2, T6, T9, T11, T12, GR1, GR7] 


depreciation 

The systematic and rational allocation of the 
cost of noncurrent tangible assets as an 
expense on the income statement over their 
useful lives. This excludes the cost of land. 
[T2] 
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diluted earnings per share 

A calculation that assumes conversion of all 
common stock equivalents to common shares 
and calculates earnings per share, using the 
treasury stock method. A publicly owned 
company must report diluted earnings per 
share even if it does not have common stock 
equivalents. 

[C6, C6A, T2, T11] 


dilution (percent) 


The decrease in ownership percentage of 
current owners when additional shares of stock 
are issued. Dilution of ownership decreases 
earnings per share because of the additional 
shares having been issued. Dilution occurs 
when a company issues additional shares 
either in a share offering or to settle stock 
option or other stock plan requirements. 

[C6, C6A, T2, T11] 


discount rate 

The assumed rate of interest used in present 
value and future value calculations. Most often 
it is equal to the assumed rate of inflation plus 
opportunity cost. 

[C15, T2] 


discounted cash flow 

Calculation of the future cash flows using an 
assumed interest rate to determine the current 
cash value of those future flows. 

(C15, T2] 


dividend 

Payment to shareholders by a corporation that 
is paid from the company’s retained earnings. 
Not all companies pay dividends. Dividends 
may be in cash or in shares of stock. 

[C6, C6A, T2, T11] 


double declining balance depreciation 
A depreciation method whereby greater 
depreciation is recorded as an expense in the 
early years of a tangible, noncurrent asset’s 
useful life. 

[72] 


double entry accounting 

Accounting method that records every 
transaction as both a credit and a debit. Used 
in both accrual accounting and cash 
accounting. 

[72] 


E 


earnings before interest and taxes 
(EBIT) 

Income remaining after recognizing cost of 
goods sold (COGS) and selling, general and 
administrative expense (before other income 
and expenses and before provision for taxes). 
[C6, T2] 


earnings before interest, taxes, 
depreciation and amortization (EBITDA) 
Start-up or highly leveraged companies might 
use this as a performance measurement when 
cash flow is the focus and there is an incentive 
to generate cash. 

[C6, T2] 


earnings statement 


See income statement. 
[C6, C6A, T2, T11] 


economic value added (EVA) 

A concept related to measuring the economic 
profit of an organization by determining the 
excess or shortfall of the economic profit 
compared with the cost of capital. May be used 
in incentive programs. (Note: EVA is a 
trademark of Sterns Stewart.) 

[C6, C6A, T2, T11] 
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equity 

Anything of value earned through the provision 
or investment of something of value. (1) In the 
case of compensation, an employee earns 
equity interest through the provision of labor on 
a job. Equity often is used as a fairness 
criterion (i.e., “equal treatment”) in 
compensation. (2) On an organization’s 
balance sheet, equity represents the book 
value of the owners’ stake in the firm. See also 
shareholders’ equity. 

[C4, C15, C17, T1, T2, T6, T9, T11, GR1, GR4, GR7] 


expenses 

Costs arising as a direct result of operating a 
business (e.g., rent, utilities, payroll). 

[T2] 


extraordinary items 

A gain or a loss arising from an event that is 
unusual in nature and is nonrecurring. It is 
recorded net of tax separately by a company 
on its financial statements and fully described 
in the footnotes to the financial statements. An 
incentive plan related to net income may relate 
to income before or income after extraordinary 
items. 

[C6, C6A, T2, T11] 


F 


FAS 123(R) 


An accounting standard statement originally 
issued by the Financial Accounting Standards 
Board in 1995 and revised in 2004. The 
revised FAS 123(R) statement requires 
companies to recognize compensation 
expense for the fair value of employee share- 
based payment transactions on their income 
statement, eliminating the accounting choices 
previously available under APB 25 or the 
original FAS 123. For payment transactions 
with no observable market value (e.g., stock 
options), companies must use an option pricing 
valuation model (e.g., Black-Sholes, binomial) 
to determine the fair value. 

[C6, C6A, T2, T11] 


Financial Accounting Standards Board 
(FASB) 

The organization that establishes the 
“generally accepted accounting principles” 
(GAAP) that govern accounting for publicly 
held U.S. companies. It is of particular 
importance in determining the rules connected 
with the accounting for stock and stock-related 
incentive programs, as well as accounting for 
pensions and other post-retirement programs. 
FASB is not a government agency. 

[B3, B3A, C6, C6A, C15, T2, T6, T11] 


financial lease 
See capital lease. 
[T2] 


financial statements 

Reports on the financial results for a fiscal 
period (income statement, statement of cash 
flows and statement of shareholders’ equity) 
and the financial condition of the organization 
at the end of the fiscal period (balance sheet). 
[B3A, C6, C6A, C15, T2, T11] 


financing activities 

Methods of providing capital that include 
obtaining resources from owners and providing 
them with a return on (and return of) their 
investment, borrowing money and repaying 
amounts borrowed, and purchasing treasury 
stock. 

[T2] 


first in, first out (FIFO) 

An approach to valuing inventory in accounting 
where it is assumed that the products obtained 
first are the ones that are sold first. 

[72] 


fixed budget 


A budget that remains unchanged regardless 
of the number of units produced. 
[12] 


flexible budget 
A budget that varies based on units produced. 
[T2] 
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future value 

The estimated value of a sum invested today 
at a specified rate of interest at some future 
point in time. For example, $1 invested for one 
year at an annual rate of five percent has a 
future value of $1.05. 

[T2, T3, T11, GR2] 


G 


generally accepted accounting 
principles (GAAP) 

The principles and rules of accounting 
applicable to U.S. companies, as prescribed by 
the Financial Accounting Standards Board 
(FASB) and its predecessors, and as deemed 
required to apply to all public companies by 
rules established and enforced by the 
Securities and Exchange Commission (SEC). 
[C6, C6A, C15, T2, T11] 


goods available for sale (GAS) 

Beginning inventory plus additions to inventory. 
See also cost of goods available for sale. 

[72] 


goodwill 

The difference between the market value of 
assets and the higher price paid for those 
assets when a company is acquired or merged 
into another company. Goodwill appears on 
the acquiring company’s balance sheet as an 
asset and is subject to impairment losses. 

[T2, T6] 


gross margin/gross margin ratio 

Often used as a performance measure; it is 
calculated by subtracting the cost of goods 
sold from net sales. The gross margin ratio is 
obtained by dividing the gross margin by net 
sales. 

[T2, GR2] 


gross sales 

Total invoice value of sales prior to any 
discounts or allowances. 

[12] 


impairment of goodwill 

Under GAAP, goodwill is reviewed annually for 
impairment. Impairment losses may vary from 
year to year and reduce the goodwill balance 
on the balance sheet. 

[72] 


incentive plan 

Plan that ties employees’ earnings to their 
actual production on either an individual or 
group basis. 

[C12, T2, T6] 


income protection programs 

Programs designed to protect the standard of 
living of the employee and his or her family. 
[B1, B2, B3, B3A, B5, C15, T1, T2, T3, T6, T9, T11, GR1, GR2, GR7] 


income statement 

One of the four principal financial statements of 
an organization. It includes the sales/revenues 
and expenses incurred applicable to a period 
in time, such as a quarter or year. Also called 
profit and loss statement on earnings 
statement. 

[C6, C6A, T1, T2, T6, T11, GR1] 


intangible asset 

Something of value that is of a nonphysical 
nature. Examples include brands, patents, 
goodwill and trademarks. 

[72] 


Internal Revenue Code (IRC) 

All of the tax laws passed by Congress and 
administered by the Internal Revenue Service 
(IRS). 


[B1, B2, B3, C6, C6A, T2, T6, T11] 


Internal Revenue Service (IRS) 

The agency of the federal government 
responsible for interpretation of tax laws, 
collection of income tax and enforcement of 
the Internal Revenue Code (IRC). Compliance 
with IRS rules often is an integral factor in the 
design of compensation and benefits programs. 
[B1, B2, B3, C1, C6, C6A, T2, T6, T11] 
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International Accounting Standards 
Board (IASB) 

An independent, privately funded organization 
committed to developing a single set of global 
accounting standards. Board members are 
from nine countries and have a variety of 
backgrounds. The IASB’s predecessor was the 
International Accounting Standards Committee 
(IASC), which ceased operations in March 
2001. 

[72] 


International Financial Reporting 
Standards (IFRS) 

Accounting standards issued after 2001 by the 
International Accounting Standards Board 
(IASB) for the preparation and presentation of 
financial statements. Prior to 2001, 
International Accounting Standards (IAS) were 
issued by the predecessor to the IASB, the 
International Accounting Standards Committee 
(IASC). 

[12] 


inventory 

Finished and unfinished products that have not 
yet been sold and the raw materials needed to 
make them. 

[T2] 


investing activities 

Methods of contributing to net income that 
include the acquisition and disposal of 
property, plant and equipment. 

[T2] 


J 


just in time (JIT) inventory ordering 
system 

A strategy for inventory management designed 
to result in minimum inventory by coordinating 
the arrival of materials from the vendor or 
supplier just in time to be used, resulting in 
lower inventory costs. 

[72] 


L 


last in, first out (LIFO) 

An approach to valuing inventory in accounting 
where it is assumed that the products most 
recently obtained are the ones that are sold 
first. 

[72] 

liabilities 

What an organization or an individual owes 
and must be paid sometime in the future. 
Liabilities are shown on an organization's 


balance sheet. 
[C6, C6A, T2, T6] 


liquidity 

An indicator of a company’s ability to procure 
ready assets to meet short-term financial 
obligations. Cash is the most liquid asset. 

[C6, C6A, T2, T11] 


market value 

(1) The price of an item or service as 
determined by willing buyers and sellers in a 
dynamic, open market. (2) The price or last 
reported price at which a security is trading 
and could presumably be purchased or sold. 
(3) What investors believe a company is worth; 
calculated by multiplying the number of shares 
outstanding by their current market price. 

[C15, T2, T4, T9, GR7, GR9] 


marketable securities 
Securities that are easily convertible to cash. 
[T2] 


materiality 

Accounting concept providing that important 
information about the financial transactions or 
condition of the company must be separately 
reported and explained. 

[72] 
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Modified Accelerated Cost Recovery 
System (MACRS) 

A system used in tax accounting that defines 
the rate and method under which a fixed asset 
will be depreciated. The Internal Revenue 
Code (IRC) has mandated the use of the 
MACRS. 

[12] 


mortgages payable 
Long-term debt secured by real property. 
[12] 


N 


net assets 

Total assets less current liabilities. Used in 

calculating return on net assets (RONA), an 
important business measure, particularly in 

operating divisions of a company. 

[72] 


net income 

Revenues less expenses. Also called net 
earnings or net profit. 

[12] 


net income after tax 

A company’s profit after accounting for all 
revenues and expenses applicable to the 
period including the taxes that will be due on 
that profit but before extraordinary items. 

[C6, C6A, T2] 


net loss after tax 

A company's loss after accounting for all 
revenues and expenses applicable to the 
period including any taxes due. 

[72] 


net present value (NPV) 

The total of future net cash flows discounted to 
the present. See also present value. 

[72] 


net profit margin 
See return on sales. 
[T2] 


net revenues 
See net sales. 
[12] 


net sales 

Gross sales minus returns, discounts and 
allowances. 

[(T2] 


net worth 

Total assets minus total liabilities. In 
accounting, the equity section of the balance 
sheet represents net worth. Also often used to 
describe individual wealth. Also known as book 
value. 

[T2] 


noncurrent assets 

Assets of the company that are used in the 
production of the product or delivery of 
services and that have a useful life of more 
than one year. Shown on the balance sheet. 
Also occasionally referred to as long-term or 
fixed assets. Part of permanent capital. 

[C6, C6A, T2, T11] 


noncurrent liabilities 

Debts of a company that do not come due until 
after one year from the date of the balance 
sheet where they are reported. 

[T2] 


nonqualified plans 

Plans that provide benefits in excess of those 
possible within qualified plans, or otherwise do 
not meet Internal Revenue Service (IRS) 
requirements, and therefore do not qualify for 
favorable tax treatment for the company. 

[B1, B2, C6, C6A, T2, T11] 


notes payable 

Unconditional written promise made by a 
company to pay a specific amount by a definite 
date. 

[72] 
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notes receivable 

Unconditional written promise by another party 
to make payment to a company by a specified 
date. 

[72] 


O 


Occupational Safety and Health 
Administration (OSHA) 

A federal government agency in the 
Department of Labor (DOL) with the primary 
goal of preventing work-related injuries, 
illnesses and deaths. 

[72] 


operating activities 

Methods of contributing to net income that 
include the cash effects of transactions. 
[T2] 


operating cash 

Cash generated by the sale of products or 
services or both. 

[12] 


operating expenses/leases 

Included are depreciation, amortization, selling, 
general, and administrative costs. Interest and 
tax costs are not included. 

[C6, C6A, T2, T11] 


operating income 

Income remaining after recognizing cost of 
goods sold (COGS) and selling, general and 
administrative expense (SG&A), before other 
income and expense and before provision for 
taxes. 

[C6, C6A, T2, T11] 


opportunity cost 

The cost of allocating available funds toward 
one investment opportunity versus another. As 
companies do not have truly unlimited access 
to investment funds, a company must evaluate 
various opportunities to make the most 
appropriate choices. Opportunity cost is a key 
to the time value of money principle used in net 
present value calculations. 

[12] 


owners' equity 
See shareholders’ equity. 
[12] 


) 


paid-in capital 

Capital received from investors for stock, equal 
to capital stock plus paid-in capital. Also called 
contributed capital. 

[T2] 


par value 


For stocks, an arbitrary number assigned to a 
stock issued, required by the registration 
requirements in certain states. As some states 
do not impose this requirement, many 
companies do not have a par value for the 
shares. For bonds, the par value is the amount 
that will be paid to investors at the maturity of 
the bond issue. 

[72] 


patent 

The exclusive right, granted by the 
government, to make, use or sell an invention 
or process for a specific period of time. Also 
includes the right to license others to make, 
use or sell an invention or process. 

[72] 


pension 

A fixed sum of money paid to an employee 
who has retired from a company and is eligible 
under a pension plan to receive such benefits. 
May be funded (paid from a trust) or unfunded 
(paid from the company assets). 

(B1, T1, T2, GR1] 
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permanent capital 

The capital of a company that is expected to 
be part of the balance sheet for more than one 
year. Includes equity and noncurrent liabilities. 
[12] 


post-employment benefits (FAS 106) 
Financial Accounting Statement No. 106 
(FAS 106) requires employers to account for 
future nonpension retirement benefits in 
current financial statements. 

[B3, T2] 


preferred shares 

Money provided to a company through the 
issuance of equity securities in which an 
owner's rate of return is fixed and receives a 
higher priority to be paid back in the event of 
liquidation or a bankruptcy than the common 
stockholders. 

[C6, C6A, T2, T11] 


preferred stock 


See preferred shares. 
[C6, C6A, T2, T11] 


prepaid expenses 

An asset consisting of payments made in 
advance for items normally charged to 
expense, (e.g., prepaid insurance, prepaid rent 
and supplies on hand). 

[12] 


present value 

The value of an amount of money at the 
present time or at the beginning of a specific 
period of time. The concept recognizes that 
receipt of a dollar in five years is less desirable 
than receipt of a dollar today. Present value 
formulas take into account assumptions about 
interest rates to produce an estimate of the 
current worth of the guaranteed delivery of a 
dollar at some specified point in the future. 
Present value formulas and variants are used 
in determining funding requirements for several 
compensation and benefits programs. 

[C6, C6A, T2, T3, T6, T11, GR2] 


price-earnings ratio (P-E ratio) 

The ratio of a stock’s market price to its net 
earnings per share, sometimes used as an 
index of the financial performance of an 
organization. 

[C6, C6A, T2] 


pro forma 

Hypothetical accounting, financial or other 
statements or conclusions based on assumed 
or anticipated facts. 

[T2] 


profit and loss (P&L) statement 


See income statement. 
[C6, C6A, T2] 


profit-sharing plan 

A plan providing for employee participation in 
the profits of an organization. The plan 
normally includes a predetermined and defined 
formula for allocating profit shares among 
participants, and for distributing funds 
accumulated under the plan. However, some 
plans are discretionary. Funds may be 
distributed in cash, deferred as a qualified 
retirement program or distributed in a 
cash/deferred combination. 

[C6, C6A, C11, C12, C15, T1, T2, T11, GR1] 


provision for taxes 

Reported on a company’s income statement as 
the amount that is estimated to be due in taxes 
on reported income. This usually is different 
from a company’s actual tax obligation for the 
year because of the differences in tax 
accounting and generally accepted accounting 
principles (GAAP). 

[C6, C6A, T2, T14] 


Q 


qualified business unit 

Any separate and clearly identified unit of a 
trade or business of a taxpayer which 
maintains separate books and records. 

[C6, C6A, T2] 
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quick ratio 

Short-term liquid assets (cash, marketable 
securities and receivables) divided by current 
liabilities. Excludes inventories and prepaid 
expenses. Also known as the acid test. 

[12] 


R 


retained earnings 

An account on the balance sheet that 
represents net profits less dividends paid to 
shareholders. 

[T2] 


return on assets (ROA) 

The ratio of net income to the total assets of an 
organization. A key financial measure, 
sometimes used as a criterion in incentive 
plans. 

[C6, C6A, C11, C12, T2, T11, GR2, GR6] 


return on capital employed (ROC, 
ROTC, ROCE) 


The ratio of net income, plus after-tax interest 
on long-term debt, to shareholders’ equity with 
the long-term debt. A key financial measure, 
sometimes used as a criterion in incentive 
plans. Sometimes referred to as return on total 
capital (ROTC). 

[C6, C6A, T2, T11] 


return on equity (ROE), return on 
shareholder equity (ROSE) 


The ratio of the net income attributable to 
common shares to shareholders’ equity. Often 
used as a measurement in incentive plans. 

[C6, C6A, C11, T2, T11, GR2, GR5, GR6] 


return on investment (ROI) 

In financial analysis, any of the “return” 
measures including return on assets, return on 
equity, return on net assets and return on total 
capital. 

[B1, B5, C6, C6A, C11, C12, T1, T2, T4, T11, GR1, GR6, GR9] 


return on net assets (RONA) 

The ratio of net income to net assets (total 
assets less current liabilities). A financial 
measure, sometimes used as a criterion in 
executive incentive plans, especially at the 
business unit level. 

[C6, C6A, T2, GR6] 


return on sales (ROS) 

The ratio of net income to net sales. A key 
financial measure, sometimes used as a 
criterion in incentive plans. 

[C6, C6A, C12, T2, GR2, GR6] 


return on shareholders’ equity (ROSE) 


See return on equity. 
[C6, C6A, T2] 


returns allowances 

An offset to sales revenue that estimates the 
dollar amount of possible returns of a 
company’s products by its customers. 

[T2] 


revenue 

The money generated by a company from sale 
of goods or services including rental income. 
Often referred to as sales in manufacturing and 
merchandising companies. 

[C5, C6, C12, T2, GR6] 


S) 


sales 
See revenue. 
[12] 


salvage value 

The expected value obtainable for a 
noncurrent asset after the end of its useful life. 
Used in certain calculations of depreciation. 
[72] 
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Securities and Exchange Commission 
(SEC) 

The federal agency that enforces the 
Securities and Exchange Act of 1934 and other 
securities acts and issues rules and 
regulations on related matters, such as insider 
trading and required disclosures on executive 
compensation. The SEC establishes rules for 
companies reporting to shareholders about the 
financial and business results of the enterprise 
for publicly owned companies. 

[B1, C6, C6A, C15, T2, T6, T9, T11, GR7] 


self-administered trusteed plan 

A retirement plan under which contributions to 
purchase pension benefits are paid to a trustee 
(generally a bank) that invests the money, 
accumulates the earnings and interest, and 
pays benefits to eligible employees under the 
terms of the retirement plan and trust 
agreement. This plan is administered by the 
employer, or by a committee appointed by the 
plan sponsor under the terms of the plan and 
the trust agreement. 

[B1, C6, C6A, C15, T2, T6, T9, T11] 


selling, general and administrative 
(SG&A) 


Part of the income statement where employee 
compensation is typically found. 
(C6, T2, T6] 


severance/benefits continuation 
Continuation of an employee’s salary after 
termination that is paid either in a lump sum or 
on a continuation basis. The amount usually is 
based on the employee’s length of service. 
Benefits continuation may be a part of a 
severance package to provide continued 
coverage under the medical or other benefits 
plans for the employee and/or dependents for 
a period after termination. 

[B1, B3, B3A, T2, T6] 


shareholder protection formula 

A formula related to a company’s bonus plan 
that sets aside a specified portion of profit for 
shareholders before any portion of the excess 
is made available for bonus awards. 

[B1, B3, B3A, T2, T6] 


shareholders’ equity 

Money provided to the company by the owners 
through the issuance of equity securities 
and/or through retained earnings. This also 
represents the book value of the company. 

[C6, C6A, T2, GR6] 


short-term debt 
See current liabilities. 
[2] 


Standard & Poors (S&P) 500 

A market-value weighted index that measures 
the movement of the 500 largest publicly 
traded U.S. corporations. Similar to the Dow 
Jones Industrial Average, except that not all of 
the stocks are listed on the New York Stock 
Exchange. 

[C6, C6A, T2, T11] 


statement of cash flows 
See cash flow statement. 
(T2] 


statement of retained earnings 

A financial statement that explains the changes 
in retained earnings over a specified period of 
time. 

[12] 


statement of shareholders’ equity 
Financial statement that shows the same basic 
information as the statement of retained 
earnings, but also shows the changes in all 
shareholders’ equity accounts. 

[12] 


stock option 

A right to purchase company shares at a 
specified price during a specified period of 
time. This is sometimes referred to as share 
options in countries outside the United States. 
[C6, C6A, C11, C12, C15, T1, T2, T6, T9, T11, GR1, GR6, GR7] 


straight-line depreciation 

An accounting method whereby equal amounts 
of depreciation are recorded each year during 
the useful life of a tangible noncurrent asset. 
[T2] 
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strategic planning 

The process of establishing or developing 
organizational objectives, environmental 
constraints and opportunities, competitive 
strengths and weaknesses, and organizational 
structure and culture, and using this analysis to 
develop policies and programs that are most 
conducive to achievement of key 
organizational objectives. 

[T2, W2, W3] 


subsidiary (more than 50% ownership) 
A company that is wholly or partially 
owned/controlled by another company. 

[72] 


sum-of-the-years’-digits (SOYD) method 
A method of calculating depreciation of an 
asset that assumes higher depreciation 
charges and greater tax benefits in the early 
years of an asset's life. 

[72] 


T 


total returns 
Interest on debt and profit for shareholders. 
[12] 


total rewards 

The monetary and non-monetary returns 
provided to employees in exchange for their 
time, talents, efforts and results. Total rewards 
involve the deliberate integration of five key 
elements that effectively attract, motivate and 
retain the talent required to achieve desired 
business results. 


[B1, B2, B3, B3A, B5, C1, C2, C3, C4, C5, C6, C6A, C11, C12, C15, C17, 
T1, T2, T3, T4, T6, T9, 111, 712, W1, W2, W3, W4, GR1, GR2, GR3, 
GR4, GR5, GR6, GR7, GR9] 


total shareholder return (TSR) 

The return to shareholders over a period of 
time taking into account both share price 
movement and dividends. 

[C6, C6A, T2, T11] 


treasury shares/treasury stock 

Shares of a company’s stock that have been 
purchased by the company for later re- 
issuance. Sometimes used in employee stock 
plans. 

[C6, C6A, T2, T11] 


turnover ratio 

Inventory turnover is a measure of the time 
from receipt of inventory to its sale. Its turnover 
ratio is calculated by dividing cost of goods 
sold by average inventory. Receivables 
turnover measures the time it takes to collect 
receivables. Its turnover ratio is calculated by 
dividing net credit sales by average net 
receivables. 

[T2] 


U 


units-of-production method 

A method of calculating depreciation that 
assigns an equal amount of depreciation to 
each unit of product manufactured or used. 
Unlike straight-line depreciation and sum-of- 
the-years’-digits (SOYD) depreciation, this 
method of depreciation disregards the passage 
of time. 

[72] 


W 


warrant 

A security entitling the holder to buy a specific 
amount of securities at a specified future date 
at a specified price, usually above the market 
price at the time the warrant is issued. 

[T2] 


weighted-average method 

A method of costing ending inventory 
calculated by dividing the total units purchased 
plus those in beginning inventory into cost of 
goods available for sale. 

[T2] 
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working capital 
Current assets minus current liabilities. 
[T2] 


Z 


zero coupon bond 

A bond that is sold below redemption value. At 
a specified date the redemption value is paid to 
the holder. 

[12] 


zero-based budget 

Requires that budget data be estimated and 
justified starting from zero and not based on 
historical activity. 

[72] 
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Development 


Internal and external subject matter experts 
contribute to the development of the content 
of WorldatWork courses as well as the 
examinations. Exam questions are reviewed 
by an internal examination team to ensure that 
items are properly scripted and meet the 
standards of good measurement practices. 
Exam reviews consist of, but are not limited 
to, checking items for appropriate content, 
accuracy, and for clues that would help the 
person taking the exam answer the item 
correctly. For new courses, a pilot of the 
course is conducted, culminating with an 
examination. 


The final step in the examination development 
process occurs when scores are received, 
indicating how well the exam performed. 
Subsequently, exams continue to receive 
regular reviews to assess performance and 
currency. 


Specifications 


Exam specifications serve as a guide for the 
development of WorldatWork examinations 
and consist of two parts: (1) the content or 
knowledge assessed by the test, and (2) the 
statistical analysis of the items of the test. 


The content or knowledge contained in the 
examinations is derived by a comprehensive 
breakdown of the material covered in each 
course, based on the Body of Knowledge. 
Exams are developed and refined on an 
ongoing basis by teams of staff and 
volunteers with expertise in each subject area. 
Questions assess mastery of the topics 
covered in the course books as the materials 
relate to the Body of Knowledge. Examination 
developers weigh the amount of key 
information presented in each module. 


Examination items cover the overall Body of 
Knowledge presented in the course, and 
reflect relative emphasis required in each 
module. Each test item is written based upon 
the module objectives and content to measure 
specific types of knowledge, such as recall, 
application, analysis, evaluation, etc. 


Time allotted for completion of each 
examination is four and one-half hours; 
however, most participants complete 
examinations within one and one-half to 
two hours. 


An item-by-item review of test items is 
performed to ensure that all test items meet 
the prescribed criteria. Each examination item 
is analyzed to determine exactly where it is 
presented in the course material. The analysis 
is conducted on an item-by-item, module-by- 
module basis. All examination items are 
developed with this balance in mind. 
Examination items must be clear and 
straightforward to reduce confusion and 
frustration, which would limit participants’ 
opportunity for success. 


Test items are subject to continual scrutiny by 
statistical analysis as well. Comprehensive 
statistical analysis is conducted on each exam 
by Arizona State University’s Testing Center, 
which provides ongoing validity and reliability 
information. Exam results are reported to 
students electronically, or by mail, upon 
request. Proprietary transcript records are 
maintained at headquarters. 


Each examination: 


1. Reflects course objectives, course 
materials and overall presentation to 
maintain content validity. 


2. Provides a balanced sequence of exam 
items according to class presentation and 
objectives. 


3. Contains test items with the appropriate 
number of alternative distractors to 
accurately determine discrimination. 


4. Is monitored using an item analysis for 
evaluating internal consistency and 
reliability. 


5. Serves as a measure of knowledge of 
course content and the Body of 
Knowledge. 
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The monitoring process consists of an 
ongoing review of the following factors: 


1. The security of examinations. 


2. The maturity, currency and relevancy of 
the examination over time. 


3. A comprehensive item analysis, utilizing 
statistical procedures that include item 
discrimination and item difficulty 
assessment. 


4. Amonitoring of all items to identify those 
that consistently perform poorly on item 
analysis criteria and should be eliminated 
or revised. 


5. The implementation of adjustments 
necessary in the scoring base to reflect 
the integrity, fairness, and credibility of 
the examination. 


Certification examinations are designed to 
measure a specified level of proficiency 
relative to course content. This serves to link 
the exams to the associated Body of 
Knowledge. 


The minimum passing score (cut score) for 
all certification exams is 75 percent. By 
definition, this serves as the accepted 
threshold of mastery. 


Item Type and 
Number of Options 


Multiple-choice questions are used for 
certification exams. This type of question 
was chosen for the following reasons: 


1. Multiple-choice questions are easily 
adapted to meet a variety of testing 
situations. 


2. Psychometric research indicates that 
multiple-choice questions are more 
reliable than other types of questions. 
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3. Multiple-choice questions can assess a 
wide range of knowledge, skills and 
abilities. 


4. Multiple-choice exams can be scored 
electronically. 


Based on research and contemporary 
measurement practice, the number of options 
(responses to the questions, i.e., A, B, C) 
ranges from 2 to 4. 


The following are the three components of 
multiple-choice questions: 


1. Stem: An opening or introductory 
statement, typically in the form a question. 


2. Options: Each choice (A, B, C) is an 
option. There is one BEST option, which is 
the correct response (which would be the 
consensus of a panel of experts). 


3. Distractors: The incorrect choices are the 
distractors. Distractors are believable 
responses; however wrong, or simply not 
the BEST response. 


Exam Versions 


WorldatWork Society of Certified 
Professionals updates exams regularly. 

The examination policy is to administer exams 
based on the most current content in the 
profession. Exam versions maintained in 
inventory assure individuals purchasing 
course binders that the content assessed on 
the exams will be adequately covered in the 
course binders for one year after the date of 
binder purchase or course registration. If 
more than one year has elapsed since binder 
purchase or course registration, it is possible 
that some questions on the exam may not be 
covered in the course materials. To view the 
current course outline/description online go to 
www.worldatwork.org. 
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Exam-Taking 
Suggestions 


Examination anxiety is something that many 
people experience. The information contained 
in this document is intended to provide you 
with sufficient information to lessen possible 
anxiety that you may experience. 


The following suggestions are offered to help 
you perform to the best of your capabilities 
and knowledge: 


1. Trust your first instinct. 


2. Avoid over analyzing. Caution against 
reading too much into the questions. 


3. When in doubt, move on and return. 
4. Proceed through the test in order. 


5. Make educated guesses. If you are 
fluctuating between one or two choices, 
guess at one. There is no penalty for 
guessing. 


6. Use the margins of the exam booklet. 
Utilize the spaces available on the exam 
booklet to make any calculations, make 
notes and to note any questions that you 
may want to skip over and return to later. 


7. Review your answers. When finished with 
the test, scan it to ensure that you have 
provided an answer for each question. 


8. Use time wisely. There is adequate time 
to complete the test. Proceed through 
the test at a pace that is comfortable for 


you and that will allow you time to review 


and to check your answers. 


Fair Testing 
Practices 


Attention is focused throughout the 
examination development process on fair 
testing practices. Some of the factors that 
are included in this evaluation process are 
item writing and reviewing, item banking, 
item selection and examination review. 


The following support the efforts for fair 
testing: 


1. Exam developers are provided training in 
item writing. 


2. Examinations undergo reviews for any 
potential bias. 


3. Item performance is reviewed, including 
the instructional sensitivity of the item 
(the item needs to be difficult for those 
untrained and easy for those trained). 
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